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Directed by a C.P.A. 


The 
Accountants 


& Auditors 
Agency 


9 East 46th Street 
New York 17, N. Y. 
PLaza 1-0520 


The 

Employment Agency 
Exclusively for 
Accounting 


Personnel 


Certified Public Accountants 
Senior Accountants 
Junior Accountants 
Supervising Seniors 
Cost Accountants 
Internal Auditors 
Payroll Auditors 
Accounting Clerks 
Tax Accountants 
Budget Directors 
Field Auditors 
Systems Men 
Controllers 
Treasurers 





AN ADIRONDACK VIEW 


The Sugarbush Accounting System 
Some years ago we remarked to a clay 
in accounting systems that no attention 
should be paid to the chapter on sing} 
entry since single entry had gone oy 
of use. A week later we went to a ney 
client and, lo and behold, there was; 
single-entry system in all it’s glory- 
and ali its senility. (It did not survive, 


The Sugarbush System is double 
entry. It includes: 


1. A General Ledger—a 10 by§ 
bound book, debits on the left, credits 
on the right—and no provision for 
balances. Isn’t it fun to have the 
asset accounts scattered through a 
book, and the same for the other 
classes of accounts! And hunting in 
the index for an account, and then 
hunting for the page—you want to 
shoot some one—you get the hunt 
ing fever. 


Well, it could have had a lock on 
it. 


2. A General Journal—just like 
the general ledger in size and bind- 
ing. You can’t tell the two books 
apart, so when you want one you get 
the other—at least half the time— 
according to the statisticians. And 
everything goes into this book, cash, 
checks, notes, et al. 


3. Cash basis? Oh, no! The ac- 
crual basis. At the end of cach year 
there is a string of entries to reverse 
all the accruals at the end of the 
prior year; and another string ot 
entries to set up the full accruals at 
the end of the current year. 


Footnote—the treasurer of the com- 
pany has an automatic washer at home, 
an oil burner, and a self-shifting cat 
with power steering. 


LEONARD Hovuauron, ©.P.A. 


“Adirondack Chapter 
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Only CZalionals New Adding Machine gives you: 











VE’ KEYBOARD 


SAVES UP TO 50% HAND 
MOTION! Now add and list 
without touching a motor bar— 
a great saving of effort. 

Amounts are added and printed 
the instant they are set on the key- 
board—because every key is 
electrified! No more “back and 
forth” motion from keyboard to 
motor bar—because every key 
is also a motor bar. 

National’s ‘“feather-touch” 
action makes it easier than ever 
to press combinations of keys at 
one time. All ciphers print auto- 
matically. 


























Now you can forget 
the motor bar 












plus all these other features — 






1. Automatic clear signal. 5. Large answer dials. 






a. Subtractions in red. 6. Easy-touch key action. 


3. Automatic credit bal- , Full-visible keyboard 
ance in red. automatic ciphers. 







4. Automatic space-up of 8. Rugged-duty construc- 
tape to tear-off line tion, compact size for 
when total prints. t desk use. 











#TRAOH MARK REG, 














Saves up to 50% hand motion 





For demonstration phone nearest National office 


or National dealer. ADDING MACHINES + CASH REGISTERS 
ACCOUNTING MACHINES = 
THE NATIONAL CASH REGISTER COMPANY, DAYTON 9, OHIO | 
949 OFFICES IN 94 COUNTRIES i los 
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accounts receivable will provide 

additional operating cash for 
your clients’ business through __ 
a low-cost Public National = 


at accounts 
\ receivable 


LOAN 


Simple, Economical — 
Provides Cash Promptly 





This helpful non-notification method 
of financing is available to manufac- 
turers, jobbers and wholesalers. Ap- 
plicants need not be depositors. Com- 
municate with our Accounts Receiv- 
able Loan Department for details. 


The Publie 
National Bank 


and Trust Company of New York 


37 Broad Street, New York 15, N.Y. 
Telephone: HAnover 2-9000 


25 Conveniently located Offices throughout 
Manhattan, Bronx, Brooklyn. 


Uoull lke the way PUBLIC NATIONAL does business 
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Generally Accepted Auditing Standards— 

Their Significance and Scope 

A special report by the Committee on 

Auditing Procedure. AMERICAN INstITut; 

or AccouNnTANTs, New York, N. Y., 1954 

Pages: 54; $1.00. 

The reason for the issuance of this im- 
portant, new publication may best be found 
in the committee’s foreword, viz. 

“This new booklet on audits standards 


has been prepared . . . primarily to give 
recognition to two developments that have 
occurred since issuance of the committee's 


Tentative Statement of Auditing Standards— 
Their Generally Accepted Significance and 
Scope, in 1947. The two events were: 

“1. Approval in 1949 of Statements on 
Auditing Procedure No. 23 (Revised), 
Clarification of Accountant's Report When 
Opinion is Omitted, which in effect added a 
new standard to those summarized in the 
tentative statement ; and 

“2. Issuance of Codification of Statements 
on Auditing Procedure in 1951... , which 
made obsolete the references to ‘the State- 
ments on Auditing Procedure contained in 
the tentative statement. 

“In addition to changes called for by these 
developments, a few relatively minor word 
changes have been made. However, except 
to give effect to Statement No. 23 (Re- 
vised), no change in substance from the 
tentative statement is intended. 

“It is the committee’s belief that the views 
set forth in this report should no longer be 
considered “tentative.” Accordingly, _ that 
designation has been omitted from the title. 
Also, the words “generally accepted” have 
been inserted in the main part of the title 
as being more descriptive of the contents of 
the booklet.” 

Operating Results of Limited Price Variety 

Chains in 1953 

By Lawrence R. Robinson. Bureau of 

Business Research Bulletin Number 142, 

Harvarp UNIVERSITY GRADUATE SCHOOL 

oF Business ADMINISTRATION, Boston, 

Mass., 1954. Pages: vi-33; $2.00. 

Teale: third in a series, this report pre- 
sents detailed operating statistics for limited 
price variety chains in 1953. In addition to 
the usual yardsticks there is an extensive 
summary of trends of sales, gross margins, 
expenses, earnings and other aspects of op- 
erations. Sixteen tables and four charts 
serve to present the statistical data in form 
readily usable. 

The report has been prepared with the 
usual competence we have come to expect 
in the Harvard Bureau of Business Research 
publications. It is a must for those interested 
in variety chain operations. 

LEONARD PRICE 
New York, N. Y. 
(Continued on page 599) 
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AMA Corporate Tax Summary of the 1954 

Internal Revenue Code 

By William M. Kunstler. AMERICAN 

MANAGEMENT AssocrATIoN, New York, 

N. Y,, 1954. Pages: 45 (11 x 8% inches) ; 
9275 (AMA members, $2.00). 

This AMA publication is designed for 
executives who are not tax experts. In this 
Summary, twelve mz jor areas of corporate 
taxation embodied in the Internal Revenue 
Code of 1954 have been selected for com- 
parison. It shows — how mz ajor con- 
siderations of the new law differ from the 
old, and what such changes mean. 

To permit rapid comparisons of the old 
and new law, the Corporate Tax Summary 
has been published in a special format. Each 
two-page spread is divided into four adja- 
cent columns. The first column contains a 
digest of one of the provisions of the old 
law. The second column summ irizes the new 
law covering the same provision. The third 
column analyses the significance of the 
changes. The fourth column is left blank 
as a worksheet for the executive using the 
book. 

The voluminous and complex provisions of 
the new tax law—which run into hundreds 
of pages of legalities in the original code— 
are boiled down in this Summary to just 45 
pages of non-technical language. 


New Revenue Code of ’54 Explained 
By the CCH Editorial Staff. ComMeRcE 
Creartinc House, Inc., Chicago and New 
York, 1954. Pages: 192 (6”x9”, heavy 
paper covers) ; $2.00. 


Here, in hardy compass and without in- 
volved law text, is a plain-English explana- 
tion of the new income, estate, and gift tax 
provisions of the sweeping 900-page Internal 
Revenue Code of 1954. As everyone knows 
by now, the new Code, called by experts the 
most drastic chi inge in the history of federal 
income taxation in the U. S., contains liter- 
ily thousands of bewildering changes from 
the old Code. This timely manual covers all 
of these changes in three sections: (1) “Ex- 
planation” describing the changes and new 
provisions; (2) “Rapid Finder” showing 
the new Code Sections in relation to the 
old Code Sections rw pinpointing areas of 
change, if any; and (3) “Effective Dates” 
which may furnish the keys to many valu- 
able refunds. All three sections are made 
casily accessible through a fast-finding top- 
ical index. 

With its illuminating explanations, con- 
crete examples, and numerous check lists. in 
addition, this conipact desk book should 
prove a real help in getting a quick working 
knowledge of the new Internal Revenue 
Code of 1954, 


(Continued on page 601) 
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HOW YOUR 
CORPORATION CLIENTS 
CAN ADD TO THEIR 







1 % Per Year 


2 Savings Dividend 


ON FUNDS 
WHICH MAY 
NOW BE 
LYING IDLE 


CORPORATION OFFICERS often look for 
places where they can invest surplus 
funds, trustee funds, funds for deprecia- 
tion, self-insurance funds, reserves for 
taxes, lease deposits, etc. 
A NINTH FEDERAL Corporate Fund 
Account provides security of principal, 
availability and reasonable return. (Sav- 
ings dividend at 22% per year, cred- 
ited semi-annually.) To conserve divi- 
dends, passbook loans are available. Up 
$10,000 insurance per account by 
Federal Savings and Loan Insurance Cor- 
poration. As many accounts as desired 
may be fully insured if held in trust for 
different beneficiaries. For example: 
lease deposits held in trust for tenants. 
DESCRIPTIVE FOLDER CP-3 is waiting for you. Phone 


or write Edgar R. Tostevin, Vice-President, or visit 
either of our two convenient Savings Centers. 






RESOURCES 
OVER 
$60,000,000 





new mother 


The love that makes a doll her baby is the beginning 
of motherhood for alittle girl... the start of love- 
giving that will make her strive and fight for the 
security of those she loves as long as she lives. 

Take care of your doll-baby, little girl. It is one of 
the world’s most precious playthings. 


The security that springs from 
love is the very heart of our living. 
It is a privilege known only in a 
country such as ours, where men and 
women are free to work for it. 


And when we live up to the privilege 
of taking care of our own, we also best 
take care of our country. For the 
strength of America is in its secure 
homes all joined in a common security. 

Let America’s security be found in 
your home! 





Saving for security is easy—on the Payroll Savings If you can save only $3.75 a week on the Plan, 
Plan for investing in United States Savings in 9 years and 8 months you will have $2,137.30. 
Bonds. U.S. Series “E” Savings Bonds earn interest 

This is all you do. Go to your company’s pay at an average of 3% per year, compounded semi- 
office, choose the amount you want to save—a annually, when held to maturity! And they can 
couple of dollars a payday, or as much as you wish. go on earning interest for as long as 19 years and 
That money will be set aside for you before you 8 months if you wish. 
even draw your pay. And automatice inves , 
in United States ‘Series ear iris eae ae = Se dn te ee ee 

s s banker about 3% Series H Bonds which pay in- 

are turned over to you. terest semiannually by Treasury check. Sond 


The U.S. Government does not pay for this advertisement. It is donated by this publication in 
cooperation with the Advertising Council and the Magazine Publishers of America. 


600 When writing to advertiser kindly mention THE NEW YORK CERTIFIED PUBLIC ACCOUNTANT. Octob4 










































the Plan, 
$2,137.30. 

interest 
led semi- 
they can 
ears and 





Octobi 








Book Reviews 














hina 
(Continued from page 599) 


Long-Term Leases—Problems of Taxation, 
Finance and Accounting 


By Albert H. € 


ohen. UNIVERSITY OF 


MICHIGAN Press, Ann Arbor, Mich., 1954. 


Pages: 149; pape 


$2.50. 
This work (Vol. X 


r covers cloth 


$2.00, 


I, No. 5, of the Michi- 


gan Business Studies) represents a broad 


and scholarly 


consideration of 


the use of 


long-term leases as financing instruments. 


The substantial increase in the use of such 


instruments requires 


a reappraisal of the 


subject especially in connection with its ac- 


counting presentation. 


The author has traced the historical devel- 
opment of the subject and discusses the 


mechanics of the tyy 
considerations, financi 
ing presentation of 1 


New York, N. Y. 


vical lease, income tax 
ng aspects and account- 
mng-term leases. 


FRANK A. DUNN 


Modern Business Law 


By A. Lincoln Lavine. 


Inc. New York, 
xiv + 970; $9.00. 


“Modern Business 
response to the cha 
which,” as Professor 


PRENTICE-HALL, 
N. Y., 1954. Pages: 





Law” is an energetic 
lenge of an age “in 
Lavine tells us, “sound 


barriers are shattered and hydrogen bombs 


’ 


are with us... .””. The major portion of the 


text (788 pages) is 
and comprehensive pr 


devoted to a compact 
esentation of the “con- 


ventional business law subjects” including 
labor law, social security legislation, and 


government regulation of business. 


To this 


is added a book on Wrongs (56 pages) in- 


cluding a chapter on 
another book on En 


Torts and Crimes, and 
forcement (48 pages) 


embracing chapters on Civil and Criminal 


Procedure 


, 
The author has been painstaking in his 


endeavor to make 
understandable. 
the student to grasp 


Numerous 


book useful and 
examples help 
abstract legal princi- 


the 


ples and where the examples are based on 
cases, the citations are supplied in footnotes. 
A valuable glossary of technical legal terms 
has been supplied. Many changes proposed 
by the Uniform Commercial Code form the 
subject of considerable textual exposition, 
and a digest of the Code is appended. 


The use of citations to support the text is 
both judicious and ascetic. Great care has 
been taken to set forth State variations on 


certain questions (e.g. 


debtor’s check, p. 114 
nois rules given). 


, effect of retention of 
: New York and IIli- 


Many of the questions 


and problems are drawn from the official 


.P.A, examinations | 


(Continued 


1954 





yrepared by the Ameri- 


on page 656) 


When writing to advertiser kindly mention THE NEW YORK CERTIFIED PUBLIC ACCOUNTANT. 














Let us 
pull wires for 
your accounts... 


e We have thousands of wires 
waiting to be plugged into our 
punch card accounting machines. 


M. S.C. makes available to all 
your accounts the speed, accuracy 
and economy of modern punch 
card equipment in all phases of 
accounting. 


MACHINE 
STATISTICS 
Company 


27 Thames Street, New York 6 
COrtlandt 7-3165 





























CERTIFIED APPRAISALS 


Industrial Plants—Machinery 
Technical Experience Since 1916 
MODERN METHOD APPRAISALS 
Based Upon Current Market Values 

o—-—-— 


INSURANCE* TAXES ¢ FINANCING 
ESTATES ¢ PARTNERSHIPS 


ENGINEERING and TECHNICAL 
ANALYSIS 


° 


DAVID NEEDLEMAN 


570 SEVENTH AVENUE 
NEW YORK CITY _ BRyant 9-5115 














Appraiser for 


Leading Industrial Finance Companies 
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BOOKKEEPERS 
on LIMi4’ a 
INC-AGENC 


MimacinaD-BY A CLP. / 


RESPONSIBL 
EXPERIENCE 
| FON OD GG =o ab a Oke 
PERSO NEL 
BX CEUSIVELY 


299 MADISON AVE., NEW YORK 17 


TELEPHONE: OXFORD 7-2237 














Is depreciation 
“anybody’s guess?” 


Depreciation is an important 
and measurable element in 
determining costs, profits, 
and taxes. Through property: 
analyses and remaining life 
studies, the factor of variance 
in measuring depreciation 
may be reduced to a_ very’ 
narrow range. 


The AMERICAN 
APPRAISAL 


Company 


Over Fifty Years of Service 
OFFICES IN PRINCIPAL .CITIES 


















BUSINESS AND PERSONNE, 


OPPORTUNITIES 
Help Wanted: 20¢ a word, minimum $y 
Situations Wanted: 10¢ a word, minimum 2.0) 


Business Opportunities: 15¢ a word, minimum $3) 
Box number, if used, counts as three words, 
Closing Date ~15th of month preceding date of 

publication. 


BUSINESS OPPORTUNIT IES 


Mail and Telephone Service: Des! provided 
for interviewing. $6.00 per month. Director 
Listing. Modern Business Service. 505 Fifth 
Avenue (42nd Street). 


Accountants’ Reports Typed 
Accurately and Attractively ! \lso expert 
mimeogrz te Lillian Sapadin, 501 Fift! 


Avenue, MU 2-5346. 


Special Service for Accountants 
All your statistical typing done in our office 
at a fraction of what it would cost you to 
hire a typist on a regular basis. You have 
no tax worries — no absentee problems, 
Call LA 4-2230 for details. 
BURLINGTON STENO SERVICE, 
55 West 42nd Street, Room 801A. 


Cn... N. ome 8 Desires partnership, 
Presently partner in medium CPA firm 
Have small practice—national firm experi- 
ence—excellent credit contacts. Experienced 
bankruptcy, S.E.C. and tax examinations. 
ef ailable early fall. Box 759, New York 
Cr. 





COP: A. 35, will relocate within 100 miles of 
New York City. Will purchase part or 
entire practice. Also oc partnership. 
Box 760, New York C.P.A 


C.P.A 36, Excellent diversified : experience. 
Society member seeks per = arrangement. 
Box 761, New York C.P.A 





N. eo Oe CPA’s—Save Teavdl ‘Tene: and 
Expense—Hire Nassau County Resident 
CPA for your Long Island accounts on per 
diem basis. Box 763, New York C.P.A. 








CPA, member New York State Society, 
10 years high quality experience, will man- 


age or purchase practice or partnership 


interest New York area. Box 764, New 


York C.P.A 
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specializing in the employment requirements 
of the public accountant end his cliestt 


ROBERT HALF 


personnel agencies 


new york city long Island city 


130 w. 42 street 25-15 bridge plaza n. 
longacre 4-3834 stillwell 6-5707 


directed by a certified public aceeuntant 
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ng date of BRySINESS OPPORTUNITIES (Continued) 
io 
1ES Comptometer-——excellent condition—just com- 
— Bpletely overhauled—$75.00—call MU 8-0377. 
Provide §_ —— 
Director ‘PA, 30, excellent experience and contacts, 
505 Fift present modest practice, seeks arrangement 
lading to partnership on merger and/or 
c - ? » FF ¥ .  * ~“ 
me purchase basis. Box 766, New York C.P.A. 
sO exper — , : ; een ee ; 
501 Fifty) @ Tax lawyer will share his suite in financial 
~ Biistrict with mature individual in allied field 
_ (CPA, investment adviser, security analyst, 
‘ants et.). Box 768, New York C.P.A. 
our office #_ : — LIES? 
st you t 


You have 
problems 


SITUATIONS WANTED 


Work at Home 


VICE : vo 
pata Comptometrist own machine. Diversified 

Ex experience with C.P.A. specializing inven- 
tnership, § tories. Will pick up, deliver, Lillian Young, 
’A firm BA 9-2755 

expen- §—————— = ————— 
verienced JN. Y.. CPA, 38, Society member 1940, 
inations, | small practice, available per diem, special 
w York Jassignments, CPA N. J. 1951. Office space 

lesired. Box 762, New York C.P.A. 

miles of | CPA. 33, with extensive and diversified 
part OF f experience, seeks permanent or temporary 


‘nership. | per diem work. Car owner. Box 765, New 
York C.P.A. 


erienice, 





CPA, 30, excellent diversified experience, 


igement : 
seeks regular per diem arrangement with 
____ J overburdened practitioner. Box 767, New 
ne and | York C.P.A. 
Resident EE SETS " 
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“| APPRAISALS 


Society, NATIONAL ORGANIZATION OF APPRAISAL ENGINEERS 


nersh> | STANDARD APPRAISAL COMPANY 


nership 
PITTSBURGH 6 CHURCH STREET ATLANTA 


| New 
BOSTON CHICAGO 
PHILADELPHIA NEW YORK, N. Y. ST. LOUIS 
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The President’s Page 


Tax Practice—II 


n last month’s “President’s Page”, 
I the role of the accountant in the 
preparation of income tax returns was 
discussed to the conclusion that the ac- 
countant is in his natural habitat in 
that area. 

Actually, the preparation of the re- 
turn is not the first step in income tax 
practice. There is an antecedent step 
of no small importance—income tax 
advisory and planning work. What 
was said about tax return preparation 
makes it easy to determine whether 
the accountant also belongs here. 

In medical practice, the doctor has 
to do with healing and surgery. But 
his most effective work is in diagnostic 
and preventive medicine, to minimize 
the need for healing and surgery. So 
it is in income tax practice. The ac- 
countant has to do with income deter- 
mination and the preparation of in- 
come tax returns. But his most effec- 
tive work is in advance planning and 
consultation, to minimize the tax and 
the occasion for complications about 
the return. The professional skill en- 
tailed in tax return preparation or tax 
return planning is essentially the same. 
The only difference is in the time when 
that skill is utilized. 

After preparation of the return, the 
next step is the administrative review 
of the return, starting with the revenue 
agent’s examination and ending with 
the last opportunity, short of formal 
trial, to go over the matter with the 
Internal Revenue Service. An_ in- 
creased tax, a refund, or a refund 
claim may be involved. If the taxpayer 
wants professional help in this area, 
upon whom can he call? 

Let’s first consider whom the tax- 
payer has called on, as a_ practical 
matter. Thus far, he has knocked pri- 


1954 


marily on the accountant’s door. This 
is as would be expected. 

The accountant has prepared the re- 
turn. It follows that if the return is to 
be explained or defended, the account- 
ant is in the best position to do so. 

When a doctor operates, the post- 
operative treatment is conducted by a 
doctor—generally the same doctor. If 
an architect’s plans are being reviewed 
or challenged by the local government 
authorities, who is better:suited to fol- 
low through than the architect himself 
or some other architect ? 

And so it is—and should be—with 
tax returns. The only difference be- 
tween return preparation and adminis- 
trative dealing with the return, is that 
in the preparation, the accountant 
makes the income determination on his 
own. The administrative review of the 
return brings in another party (the 
government) and makes it necessary 
to explain and justify the income deter- 
mination. But first and last, the basic 
thing is income determination, and that 
is the domain where the accountant 
rules the roost. 

We have been talking thus far about 
merely the “administrative” handling 
of the problem. Suppose there is 
“nothing doing” at that stage and the 
matter goes into the next and _ final 
phase—litigation. Now to whom should 
the taxpayer turn? Again, we first ask 
to whom has he in fact turned? The 
lawyer, of course. Why? Is the pub- 
lic fickle or jumpy in shifting from the 
accountant to the lawyer? Not at all. 
In the long run, we can rely on the 
public to know where it is best off. 

This phase will be further analyzed 
in the next issue of the magazine. 





J. S. SeripMan 
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The Application of Accounting and Tax 


Concepts to Commodity Futures Trading 
By Aprauam J. Britorr, C.P.A. 


Commodity futures trading is a field beset with some degree of 

uncertainty—both as to the accounting and tax consequences of 

the trades. After briefly sketching the setting of the problem and 

discussing both of its aspects in considerable detail, the author 
states his conclusions with respect to the subject. 


I—Nature of the Problem 


For some time those whose activities 
have brought them into the sphere 
of trading in commodity futures, either 
as hedgers, speculators, or as legal or 
accounting advisors to hedgers or 
speculators, have realized that they are 
in an “Alice in Wonderland” setting 
when they try to determine with a 
degree of certainty the accounting or 
tax consequences of the trades. This 
dilemma results, principally, from the 
inability to decide whether this trading 
in commodity futures is similar to a 
purchase or sale of goods, a purchase 
or sale of securities, or an insurance 
contract. In fact the general approach 
to resolving the problem considered 
herein is to present the situation as 
being analogous to inventory, or securi- 
ties, Or insurance, and then to frame 
the solution consistent with such as- 
sumed analogy. Actually, the trading 
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in commodity futures may partake of 
any, or all, or none, of the categories 
mentioned—a_ single transaction may 
at different times represent different 
aspects. Hence, the many horns of the 
dilemma. 


It is our intention herein to sum- 
marize the present status of the prob- 
lem and to make suggestions which 
might, ultimately, lead to a solution. 


II—What Is Commodity Futures 
Trading? 


Commodity Futures Trading is here 
intended to refer to purchases or sales, 
on an organized commodity exchange, 
of contracts for future delivery in 
specified months of the commodity 
dealt in on that exchange. 

At present, the principal organized 
exchanges where buyers and _ sellers 
may trade in commodities are to be 
found on the following page. 

It is significant that the exchanges 
mentioned do not engage in buying or 
selling activities. The exchanges do 
not trade in any of the commodities 
mentioned; they merely provide a 
forum where buyers and sellers may 
meet for the purpose of trading. In- 
cidental thereto, the exchanges pre- 
scribe the specifications of the com- 
modity to be traded in, provide grading 
and inspection services to maintain 
quality standards, provide facilities for 
the arbitration and settlement of dis- 
putes between buyers and sellers, and 
collect and disseminate data which may 
be of interest to buyers and sellers and 
the public generally. The exchanges 
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Exchange 


Chicago Board of Trade 


New York Cotton Exchange 
New Orleans Cotton Exchange 


New York Coffee & Sugar Exchange 


New York Cocoa Exchange 


New York Produce Exchange 


Commodity Exchange, Inc. (N.Y.) 


Wool Associates of the New York 


Cotton Exchange 


New York Mercantile Exchange 


derive their revenues (to defray their 
costs) from members’ dues and assess- 
ments, and from charges for the utiliza- 
tion of their trading facilities. The 
exchanges also determine the amount 
of margin required for each contract 
and, frequently, the maximum price 
fluctuation which may occur during any 
single day’s trading. However, the ex- 
changes do not affect the price at 
which the commodities are traded any 
more than a barometer affects the 
weather. 

Il1I—The Income Tax Aspects 

of the Problem 

The income tax dilemma incident 
to this subject generally revolves about 
two aspects, viz: 

(a) determining the nature of the 
commodity transaction (i.e., whether 
the transaction gives rise to ordinary 
income or deduction, or capital gain 
or loss), and 

(b) determining the taxable year in 
which the gain or loss is to be reflected. 
The Nature of the Transaction 

Whether a transaction is “capital” 
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Commodity 


Wheat 
Corn 

Oats 

Soya Beans 
Cotton 
Cotton 
Coffee 
Sugar 
Cocoa 
Cottonseed Oil 
Soya Bean Oil 
Rubber 
Hides 

Silk 

Burlap 
Copper 
Lead 

Zine 

Wool 

Tops 

Butter 

Eggs 
Onions 
Potatoes 


Application of Accounting and Tax Concepts to Commodity Futures Trading 


Standard Contract 





5,000 bushels 
5,000 bushels 
5,000 bushels 
5,000 bushels 


50,000 pounds 
50,000 pounds 


32,500 pounds 
112,000 pounds 


30,000 pounds 


60,000 pounds 
60,000 pounds 


22,400 pounds 
40,000 pounds 
1,300 pounds 
50,000 yards 
50,000 pounds 
60,000 pounds 
60,000 pounds 
6,000 pounds 
5,000 pounds 


20,000 pounds 
14,400 dozen 

30,000 pounds 
45,000 pounds 


(100 bales ) 
(100 bales) 





or “ordinary” is dependent upon the 
facts in the situation; unfortunately, 
the line between the two is so tenuous, 
that no categorical determination can 
be made in many situations. 

Generally, where a transaction can 
be designated as a hedge, the trans- 
action can be said to be ordinary in 
nature—giving rise to ordinary income, 
taxable in its entirety, or ordinary 
loss, deductible in full. Where the 
transaction cannot be thus designated, 
the capital gains provisions of the In- 
ternal Revenue Code become appli- 
cable, in most situations thereby deny- 
ing the full utilization of losses; or 
permitting gains to be taxed at the 
favorable capital gains rate, if the 
transaction should result in a long- 
term capital gain. 
Nature of Hedge Transactions 

G. C. M. 17322 (C. B. XV-2, page 
151) sets forth the two classic illustra- 
tions of hedge transactions as follows: 

“(1) The taxpayer buys quantities of spot 

cotton, which will necessarily be on 
hand for some months before being 


manufactured into goods and _ sold. 
In order to he protected against 
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losses which would be incurred if the the date of the order for cotton 
market declined during those months, goods and the agreed delivery date, 
the taxpayer, at the same time the the taxpayer, at the same time the 
above purchases are made, enters into orders are taken, enters into futures 
futures sales contracts for the de- purchase contracts for cotton in 
livery of equivalent amounts of cotton amounts necessary to provide the 
a few months hence. As the above desired protection. As the taxpayer 
quantities of spot cotton are subse- from time to time buys spot cotton 
quently disposed of by sales from for the manufacture of the goods 
time to time of manufactured goods, specified in the above orders, the 
the above futures sales contracts are futures purchase contracts are dis- 
concurrently disposed of by futures posed of by. futures sales contracts 
purchase contracts which serve as which serve as offsetting transactions 
offsetting transactions, closing out the closing out the futures purchase 
futures sales contracts. contracts.’ 

“(2) The taxpayer makes contracts for A statement on behalf of the Chi- 


future delivery of cotton goods, the aa 

manufacture of which will require Cago Board of Trade, recently sub- 
more cotton than the amount on mitted to the House of Representa- 
hand or the amount which can be x : i . 

immediately purchased advantage- tives, Committee on W ays and Means, 
ously. In order to secure protection sets forth the following illustrative ex- 
against a rising cotton market during ; é 3 

the months that intervene between ample of a hedging transaction: 


On September 1 
In the cash market, a miller buys 5,000 He sells 5,000 bushels of December wheat 
bushels of wheat at $2.00 per bushel. futures at $2.00 per bushel. 
On October 20 
He sells flour based on a wheat contract He buys 5,000 bushels of December wheat 


of 5,000 bushels at $1.85 per bushel of wheat. futures at $1.85 per bushel. 


Summary 


He lost 15¢ per bushel on the sale of the He made a profit of 15¢ per bushel on the 
physical wheat. wheat futures. 

The aforementioned statement then chases of the commodity ; 
proceeds to explain the objectives of 3. To protect or earn an expected carry- 


ing charge on commodities stored; and 

4. To protect a given price for pros- 
pective or estimated production of com- 
modities.” 


hedging transactions : 

“This miller protected himself against a 
price decline on the ‘wheat he purchased 
for manufacturing flour by making an off- 
setting transaction in the futures market, It is significant to note that in the 
and was freed of worry over adverse price , ° aes i 1 vated 
hatiaee foregoing illustrations the physica 
“In effect, the theory of hedging is that all POSition and the futures position were 
purchases or sales of a physical commodity nicely in balance, thus making the 
are offset by sales or purchases, of an problem easy. The concept of hedging 
iar ——, of pale ro a ‘ embraced bv the federal Commodity 
the same commodity. ie broad genera . Me eee : 
purposes for which hedging ao com- Exchange Act is slightly broader ; thus, 
modity futures may be applied to various hedging transactions are defined as: 


businesses may be summarized as follows : “ sales of any commodity for future 

1. To protect purchases or inventories delivery on or subject to the rules of any 
of a commodity not covered by actual sales board of trade to the extent that such 
of that commodity or its production; sales are offset in quantity by the owner- 

2. To protect present sales of a com- ship or purchase of the same cash com- 
modity or its production, for future de- modity, or, conversely, purchases of any 
livery, which are not covered by pur- commodity for future delivery on or sub- 
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ject to the rules of any board of trade 
to the extent that such purchases are off- 
set by sales of the same cash commodity.” 


In the determination of the quantity 
of the commodity which may be 
hedged, the Act authorizes the inclu- 
sion of : 

“(A) the amount of such commodity such 
person is raising, or in good faith 
intends or expects to raise, within 
the next twelve months, on land 
(in the United States or its Ter- 
ritories) which such person owns or 
leases ; 
an amount of such commodity the 
sale of which for future delivery 
would be a reasonable hedge against 
the products or by-products of such 
commodity owned or purchased by 
such person, or the purchase of 
which for future delivery would be 
a reasonable hedge against the sale 
of any product or by-product of 
such commodity by such person.” 


“(B 


The By-Laws and Rules of Com- 
modity Exchange, Inc. contains the 
following as Rule O: 

... a hedge is defined as a purchase or 

sale of futures contracts ... for the pur- 

pose of minimizing a price, risk or facili- 
tating the customary or normal conduct 
of business, and may consist of : 

“(1) A sale of any commodity for future 

delivery on Commodity Exchange, 
Inc. to the extent that such sale is 
offset in approximate quantity by 
the ownership or purchase of the 
same cash [physical] commodity or 
related commodity; or conversely, 
the purchase of any commodity for 
future delivery on Commodity Ex- 
change, Inc. to the extent that such 
purchase is offset in approximate 
quantity by the sale of the same cash 
commodity or related commodity. 

In addition, the following may be rea- 
sonably considered hedge transactions : 
“(2) The sale of a commodity for future 

delivery as a hedge against the 
amount of such commodity, or re- 
lated commodity, which a person, or 
firm, in good faith intends or ex- 
pects to raise or to produce. 

“(3) The sale of a commodity for future 
delivery as a hedge against any 
article owned or purchased which 
has been or will be produced from 
such commodity or related com- 
modity. 

“(4) The purchase of a commodity for 
future delivery as a hedge against 
(1) the sale of any article produced 


rc 


54 





Application of Accounting and Tax Concepts 








to Commodity Futures Trading 





from such commodity or related 
commodity, or, (2) any amount of 
such commodity or related com- 
modity which a person, or firm in 
good faith intends or expects to 
consume as a manufacturer, con- 
verter, fabricator, etc.” 


Review of Court Decisions 


What about the transactions which 
have been reviewed by the courts? 
Some, of course, were consistent with 
the classic illustrations, with the con- 
sequence that the losses were allowed 
in full, and the gains similarly taxed 
as ordinary income. It is significant 
to note that, with few exceptions, it is 
disadvantageous to have a transaction 
characterized as capital in nature. This 
proposition will be discussed in detail 
subsequently. 

The Courts were called upon to de- 
cide the nature of a loss resulting from 
an alleged hedging transaction in 
Estate of Dorothy Makransky, et al. v. 
Commissioner of Internal Revenue, 5 
T.C. 397 (affirmed without a discus- 
sion of the issues involved herein, by 
the U. S. Circuit Court of Appeals for 
the Third Circuit, 154 F (2) 59). In 
that case the taxpayers were members 
of a partnership engaged in the manu- 
facture of men’s suits from _ piece 
goods. At the outbreak of World War 
II, all lines of piece goods were with- 
drawn from the market by the mills 
which then supplied the taxpayers with 
fabric. The partnership was an estab- 
lished source of supply for large retail 
buyers of men’s clothing and knew 
from past experience that their busi- 
ness would normally require approxi- 
mately one-half million yards of fabric 
for their Fall, 1940, line. Inasmuch 
as the mills had withdrawn all their 
lines, the taxpayers sought to acquire 
raw wool, which they then intended to 
have spun and woven into wool cloth, 
suitable for their manufacturing pur- 
poses. Thereupon, on September 22, 
1939, the partnership purchased, 
through a broker, futures contracts for 
wool tops to be delivered in March 
1940. The partners anticipated that the 
wool would be of the type required 
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for their manufacturing purposes. At 
the time the futures contracts were 
purchased, the taxpayers intended to 
take delivery of the wool tops and have 
them converted into piece goods. How- 
ever, at the close of 1939, piece goods 
were again readily available in the 
market and, further, the partnership 
ascertained that the wool tops which 
would be tendered in March, 1940, 
would probably be of a kind or type 
unsuited to their clothing manufactur- 
ing purposes. Whereupon, the tax- 
payers sold the futures contracts (in 
February, 1940) at a substantial loss. 
It would appear from the foregoing 
that it was unquestionably the intent 
of the taxpayers, in purchasing the 
wool futures contracts, to insure them- 
selves against the loss which would 
accrue to them should they find it im- 
possible to obtain piece goods in time 
to manufacture their Fall, 1940, line. 
Nevertheless, the Tax Court ruled, 
in this case, that the transaction was 
not a hedge, that it was but a specula- 
tive transaction, and that the futures 
contracts were therefore similar - to 
securities in the hands of a non-dealer, 
with the result that the loss was a 
short-term capital loss and could not 
therefore be used as a deduction in 
determining net income nor in deter- 
mining the amount of a net loss carry- 
over. The Tax Court considered the 
transaction to be speculative on the 
grounds that the futures purchases did 
not hedge against present (Fall of 
1939) sales of its clothing—apparently 
refusing to consider the fact that in 
order to maintain its position in the 
men’s clothing industry in the Fall of 
1940, taxpayers had a present (Tall 
of 1939) obligation to assure itself of 
a continuous inflow of piece goods be- 
ginning in the Spring of 1940. 
Commissioner of Internal Revenue 
v. Farmers and Ginners SCN Oil 
Co., 120 F(2d) 772 (C.C.A.5), in- 
volved a company engaged in crushing 
cottonseed and selling the by-products, 
including crude cottonseed oil. Where 


* Affd., CCA-2, August 25, 1954, 54-2 
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the crude oil was sold at prices deemed 
unsatisfactory, the taxpayer bought 
refined oil futures contracts, which 
would then be sold before the delivery 
date. Essentially, the futures pur- 
chases were intended to offset the un- 
satisfactory price obtained on the sale 
of crude oil which had to be disposed 
of, or else the oil would become rancid, 
In the taxable year, the taxpayer sus- 
tained a loss in the futures transac- 
tions. The Circuit Court of Appeals 
there held that the losses did not result 
from true hedges, inasmuch as it 
bought refined oil futures when it had 
no actual commodity on hand or future 
commitments to be protected from 
price variaticns. The result of the 
foregoing decision was the holding that 
the losses so sustained were capital 
losses. 

The Sixth Circuit in Trenton Cotton 
Oil Co. v. Comm., 148 Fed. (2d) 208, 
on the basis of facts similar to those 
involved in the Farmers and Ginners 
Cotton Oil Co. case (supra), stated 
the following in the course of its 
opinion holding against the taxpayer: 

“Before such a loss (from futures trans- 
actions) may become allowable as a busi- 
ness expense, it must be made to appear 
that a contract has been entered into for 
the sale and delivery of a product at a 
future date, and that there is a counter 
contract for the purchase of the same 
product for future delivery or one so akin 
to it that it affects the price of the for- 
mer.” (emphasis supplied). 

In Corn Products Refining Co. V. 
Commissioner, 11 T.C.M. 721 (entered 
June 30, 1952)*, the Court reviewed 
the futures operations of Corn Prod- 
ucts and determined that: 

“Petitioner engaged in futures transactions 

as a part of its corn buying program and 

as the most economic method of obtain- 
ing an adequate supply of raw corn in 
view of its limited storage facilities 

Purchases of futures were made when the 

price of corn was advantageously low. 

Petitioner took delivery of corn on some 

contracts, but it usually [liquidated] most 

of its futures in early summer... . 

“The corn futures contracts were not sub- 

ject to depreciation and were not included 

in inventory. Petitioner’s inventory ac- 
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count was affected only when petitioner 
took delivery under a futures contract. 
Profits or losses on futures were shown in 
a ‘Corn Miscellaneous’ account. The net 
gain or loss for each year was debited or 
credited to cost of sales, and treated as a 
reduction or addition to cost of goods 
sol i 


‘he Court determined that: 


“Although perhaps not conforming tech- 
nically to the definition of a hedge [be- 
cause the futures purchases were not in- 
tended to counterbalance a concurrent sale 
of spot corn] it seems indisputable . 
that petitioner’s practice of purchasing corn 
futures was an integral part of its manu- 
facturing business. It would hence be 
anomalous to view them as purely specu- 
lative transactions of a capital nature, 
especially considering that this is ‘largely 
a factual question’. 


The Court distinguished this case 


from that of Makransky, supra, be- 
cause there the futures venture was not 
a part of a regular pattern, but was 
merely an isolated transaction. The 
implication of the decision of the Tax 
Court in this case will be alluded to 
subsequently in this paper. 


In Soeder, 13 T.C.M. 200 (March 


11, 1954), petitioner claimed a loss of 
$4,471.25 from “grain trade”. The 
Commissioner determined this loss to 
be a capital loss whose deductibility 
was limited to $1,000. It appeared that 
the taxpayer was a cattle and hog 
buyer and feeder, and that it was 
necessary for him to buy feed with 
which to fatten the hogs and cattle 
which he purchased. The petitioner 
argued that: ‘ 


“His grain trading was carried on so 
that he could in some way establish and 
control what his overall feeding cost for 
the year would be.” 


The Court, however, noted that: 


“There is nothing in the record to tie 
in the grain futures transactions with 
actual feed needs and nothing to show that 
[taxpayer’s broker] was ever apprised of 
petitioner’s feed requirements or ever 
calculated those transactions with an eye 
to equalizing petitioner’s feeding needs 
and costs. Petitioner never took posses- 
sion of or fed any of the grain involved 
in the futures deals.” 
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Whereupon the Court determined that: 


“. . . [the] petitioner was simply 
attempting to supplement his income by 
engaging in the commodity markets, the 
same as the ordinary business or profes- 
sional man sometimes seeks to increase 
his income by buying and selling stocks.” 


Unfortunately the Statement of 
‘acts in this case is not adequate for 
the answering of the following queries: 

Taxpayer’s losses on grain futures were 
$8,700, but he only claimed a deduction 
of some $4,500. Did the taxpayer thus 
seek to deduct only that portion which he 
considered appropriate to his business 
operations ? 

Did the Court hold for the Commis- 
sioner because the taxpayer’s futures trans- 
actions were only of short duration (as 
distinguished from the findings in the 
case of Corn Products Refining Co., 
supra) ? 


In Stewart Silk Corp., 9 T.C. 174, 
the taxpayer was a silk cloth manu- 
facturer which had a substantial inven- 
tory of raw silk, acquired at prices 
which it believed to be high. Where- 
upon it sought to protect itself and its 
factor by selling silk futures covering 
only a fraction of its actual silk hold- 
ings. With the outbreak of war, raw 
silk prices rose appreciably, and the 
petitioner closed out its futures con- 
tracts by offsetting purchases and 
partly by deliveries of actuals. The 
case would thus appear to typify the 
situation characterized as a hedge in 
G.C.M. 17322. The Court determined 
that the resultant loss was deductible 
in full, inasmuch as the transactions 
were entered into as protection against 
business risks rather than for specu- 
lation. 

What is incomprehensible about the 
Stewart case is that the Commissioner 
found it necessary to try the issue. 
The facts are so squarely in accord 
with his own rulings that it would 
appear that somewhere along the line, 
the review procedures should have 
obviated the need for the taxpayer to 
litigate this matter. Thus, one is led 
to wonder whether there were any 
standards, facts or factors, considered 


611 















































by the Bureau, which did not find 
their way into the reported decision. 
In any event, the taxpayer was ulti- 
mately upheld, for the Commissioner 
acquiesced in the Tax Court’s deter- 
mination. 


Tax Consequences of Non-hedge 

Transactions 

Commodity futures contracts, which 
are not hedge transactions, are treated 
as capital assets, except in the rare 
situations where the taxpayer is 
deemed to be a dealer in such con- 
tracts. Thus, where a contract has been 
held for six months or less, a short- 
term capital gain or loss arises; where 
the contract has been held for more 
than six months, long-term capital 
gain or loss arises. 

It is significant that the commodity 
speculator’s trades only infrequently 
satisfy the six-month requirement for 
long-term capital gains. It is very 
uncommon for a speculator to sit with 
his contract for an extended period— 
the market price fluctuations are. so 
sharp and the daily price movement 
of a single contract can be so substan- 
tial (because of the quantities involved 
in a contract) that it is almost un- 
avoidable for the speculator to change 
his position in a period substantially 
less than six months. Further, a specu- 
lator who has sold a commodity short, 
in anticipation of a downward price 
movement, is precluded from enjoying 
any long-term capital gains. This is so, 
because the “short-seller’” has usually 
not held the commodity which he sold 
short for more than six months prior 
to the short-sale; in which case, re- 
gardless of how long the short position 
is open, the gain or loss is deemed to 
be short-term. 

Prior to 1948, the Internal Revenue 
Bureau permitted the holding period 
of the commodity future and the hold- 
ing period of the physical commodity 
to be added together in order to deter- 
mine whether the six-month standard 
had been met. Subsequent thereto, the 
Treasury has taken the position (I.T. 
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3919, 1948—2 C.B. 67) that the hold- 
ing period of the futures contract ends 
when possession is taken of the com- 
modity, and that a new holding period 
for the commodity thereupon begins, 
This has further limited the ability of 
commodity speculators to avail them- 
selves of the advantages of the long- 
term capital gains provisions of the 
Code. 

The proposed Internal Revenue 
Code of 1954 would remove this last 
predicament by providing that (Sec. 
1223) if a taxpayer accepts delivery of 
a commodity in satisfaction of a com- 
modity futures contract, the holding 
period of the commodity shall include 
the period for which the taxpayer held 
the futures contract. The House Com- 
mittee on Ways and Means noted that: 

“Since the taxpayer is ‘at risk’ for the 
entire period he holds the futures contract, 


the bill provides that delivery in such a 
case does not start a new holding period.” 


Prior reference had been made to 
the commodity futures operations of 
Corn Products Refining Co. In 16 
T.C. 395, the company contended that 
their futures transactions should be 
deemed to be capital transactions rather 
than hedging operations. They were 
hoping thereby to avail themselves of 
the “wash sale provisions” of the Code. 
Had they been successful in that con- 
tention, the losses which had been sus- 
tained (and deducted) in prior years 
on “switching operations” (i.e., closing 
out one contract and going into an- 
other contract with a different month 
or a different market) would not have 
been deductible in the year of the 
switch, but would instead have been 
added to the basis of the contracts 
which were ultimately liquidated in 
1940. If the taxpayer had succeeded 
on this score, it would have deducted 
for 1940 some $200,000 of losses, in- 
stead of being required to include 
$680,000 in income. 

The Tax Court rejected the argu- 
ment that the wash sale provisions 
were applicable; in so doing the Court 
held that a futures contract is not the 
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equivalent of “stock or securities”, as 
referred to in Section 118 of the Code. 
The Court thus rejected a contrary 
decision of the Circuit Court of Ap- 
peals (6 Cir.) in Trenton Cotton Oil 
Co., 147 Fed.(2) 33. 


Section 117 (1) of the Internal 
Revenue Code was added by the Rev- 
enue Act of 1951 to eliminate the pos- 
sibility of extending short-term gains 
beyond the six-month period without 
being at risk for this extended period. 
Prior to the enactment of this section, 
commodity (or security) traders who 
had a substantial appreciation in their 
long position before the expiration of 
the six-month period and who wanted 
to avoid the short-term capital gains 
tax effects, and yet avoid the risks in- 
cident to waiting out the six-month 
period, would proceed to “go short” 
commodities (or securities) sufficient 
to counter-balance their long position. 
Thus, subsequent to the short sale, any 
decline or rise in price would not 
affect this trade; for the subsequent 
decline in price would reduce the gain 
on the long position, but would be 
exactly compensated by the off-setting 
gain on the short sale. Conversely, a 
subsequent rise in price would increase 
the gain on the long position, but this 
increase would be exactly offset by the 
resultant loss on the short sale. 


In order for Section 117 (1) to be 
deemed applicable, the property thus 
sold short must be substantially identi- 
cal to the property which is being held 
long. The Code provides that a short 
sale of a commodity future requiring 
delivery in one calendar month shall 
not_be considered as property sub- 
stantially identical to a contract in that 
commodity requiring delivery in a dif- 
erent calendar month. The Regula- 
tions (Sec. 39.117(1)-1) further pro- 
vides : 

“For example May wheat and July 
wheat are not considered . . . substantially 
identical property. Similarly, futures in 
different commodities which are not gener- 


ally through custom of the trade used as 
hedges for each other (such as corn and 
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wheat, for example) are not considered 

substantially identical property.” 

This provision thus permits the tak- 
ing of a “straddle” position, without 
the application of Section 117(1). 
Similarly, a subsequent short sale of 
the commodity involved in the long 
transaction may avoid Section 117 (1) 
even if the short sale calls for delivery 
in the identical month involved in the 
long transaction, provided that the 
short sale is in a different market 
place from the long transaction and 
provided that the historical pattern of 
price movements on the two markets 
shows sufficient dissimilarities. 

An interesting possibility is covered 
by Section 1233 of the proposed In- 
ternal Revenue Code of 1954. The 
Report of the House Committee on 
Ways and Means summarizes the sig- 
nificance of this change thus: 

“Under present law, a dealer in com- 
modities . . . can obtain long-term capital 
gains treatment by selling his stock in 
trade short rather than by selling it out- 
right. To prevent tax avoidance, your 
Committee’s bill provides that the gain 
or loss from a short sale is to depend 
upon the nature of the asset used to close 
the sale.” (emphasis supplied) 


Presumably, some dealers in, or pro- 
ducers of, commodities would enter 
into a short sale of a commodity, and 
then proceed to deliver the physical 
commodity against this short sale. If 
this commodity were held for more 
than six months prior to such delivery, 
the dealer or producer claimed long- 
term capital gains treatment. It would 
appear that the short sale under these 
circumstances (i.e., where the short 
position is taken in the futures when 
there exists a long position in the 
actuals) should patently be construed 
as a hedge. The Commissioner has, 
on occasion, apparently found himself 
hoist on his own petard; from the con- 
fusion created by his determinations as 
to what is, or is not a hedge, some 
dealers and processors may have bene- 
fited. The Treasury is thus seeking 
relief through redefining the term 
“capital asset”. 
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Conclusion Relating to 
Income Tax Aspects 


The initial premise of this paper is 
that confusion exists with respect to 
the tax consequences of trading in 
commodity futures. 

Our previous review of the reported 
cases indicates that this confusion is 
rooted in the determination of the tax- 
payer’s objectives when he entered into 
the trades; thus Makransky (supra) 
and Soeder (supra) and Stewart Silk 
Corp. (supra), and others, required 
the determination as to whether the 
trades were speculative or protective 
hedges. Where the Courts have ana- 
lyzed the state of mind of the taxpayer, 
and found it to have disclosed a*specu- 
lative intent, then the trading was 
construed as giving rise to capital 
gains and losses. Where the analysis 
showed that a protective motive was 
involved, then ordinary income (or 
loss) was held to have ensued. Ob- 
viously, tax results which are based 
largely on a particular state of mind 
or intent are not conducive to the for- 
mulation of valid generalized concepts 
of taxation. 

It appears that the ultimate answer 
to the tax problem herein discussed 
lies in an amendment to the Internal 
Revenue Code, possivly along the fol- 
lowing lines: 


Whenever a taxpayer (individual or cor- 
porate) purchases or sells any commodity 
for future delivery on, or subject to the 
rules of, any board of trade, and where 
such commodity is similar to or closely 
related to a commodity which the taxpayer 
holds for sale to customers incidental to 
the ordinary conduct of his business, then 
the gains or losses resulting from such 
purchases or sales shall be presumed to be 
ordinary income or expense, unless, at the 
time of the inception of the transaction, 
the taxpayer makes an appropriate written 
election, given to the broker, to treat such 
transaction as a capital transaction. Such 
period that the position is held and, if 
the election is that it be a capital trans- 
action, the consequences are not to be 
affected by the fact that the trader tenders 
(or takes delivery of) the physical com- 
modity called for by the contract. 
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Thus, the taxpayer would, at the 
outset, be charged with the fixing of 
the ground rules for the determination 
of the tax consequences which will 
ensue. Granted, certain speculative 
transactions might conceivably be sub- 
jected to taxation as ordinary transac- 
tions (and vice versa) ; however, it is 
unlikely that substantial inequity will 
result, viewed on an overall basis. It 
is not beyond the realm of possibility 
that additional tax revenues could re- 
sult; at present, the taxpayer has the 
opportunity of reviewing his trading in 
retrospect and by appropriate rationali- 
zation reach a conclusion (i.e€., specu- 
lative vs. protective) which is most 
favorable to himself. Of course, the 
Commissioner and the Courts would 
then probe the taxpayer’s state of 
mind; nevertheless, it is quite possible 
that the taxpayer’s rationalized con- 
clusion could not be upset. 

As this is being written, Congress 
is completing the enactment of the 
monumental Internal Revenue Code of 
1954. It is unlikely that any further 
legislation aftecting basic tax concepts 
will be forthcoming in the near future. 
Therefore, until such time as the ulti- 
mate answer suggested above (or some 
other definitive answer) comes along, 
it may be well for traders in futures, 
who desire to consider their trades as 
hedges, to be guided by the precepts 
suggested by the Tax Court’s opinion 
in the Soeder case (supra). Thus, the 
hedger should maintain appropriate 
records so as to establish his intent 
to create and maintain a relationship 
between the actuals position and 
the futures position. The corporate 
hedger should further declare its intent 
through formal minutes of the Board 
of Directors establishing such policy 
of the corporation. The prospective 
hedger should have extensive discus- 
sions with his commodity broker point- 
ing up the hedge nature of the trans- 
action. 

Further, where the futures tramsac- 
tions have resulted in a substantial 
loss to the trader, and where there 1s 
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still some doubt as to whether the loss 
will be allowed as an ordinary cost of 
doing business, the trader would im 
prove his chances of claiming the loss 
as an ordinary expense, by either tak- 
ing phy sical delivery of the commodity 
(if transaction is a long transac- 
tion) or by tendering the commodity 
(if it is a short sale). 


IV—The Accounting Aspects 
of the Problem 


Accounting Concepts 

We are not, at the moment, inter- 
ested in the recording of the transac- 
tions, but are concerned with the ex- 
tent to which such transactions affect 
the financial statements of the com- 
pany. As is true in many other phases 
of accounting, the determinations of 
the Courts and the Internal Revenue 
Service in tax matters have had their 
effect on accounting theory. 

As had been noted previously, the 
tax problems are most frequently re- 
lated to an inquiry as to the nature of 
the gain or loss. The accountant’s 
principal inquiry is the determina- 
tion of the effect of the transaction on 
the periodic income of the company. 
Thus, in his discussion of the Center 
of Gravity in Accounting, Professor 
Littleton (in Structure of Accounting 
Theory, 1953), stated that: 

“For many uses the most important data 
from accounting are the revenue charges 
and the revenue credits by means of which 
enterprise efforts are periodically matched 
against enterprise accomplishments.” 
The question as to the effect of a 
futures transaction on the income of 

a fiscal period is sometimes, but not 
always, adequately answered by refer- 
ence to reported tax cases. 

The financial report of General 
Mills, Inc., for its fiscal year ended 
May 31, 1953, contains the following 
note relative to its inventories: 

“The Company continues to hedge its 
flour and soybean product unfilled orders 

and inventories of raw materials and 


finished goods when adequate facilities 
exist, as a means of minimizing the risk 
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of adverse price fluctuations. All factors 
relating to items customarily hedged are 
reflected in the position at fatr market 
value, including market adjustments for 
open transactions.” (emphasis supplied) 


To the same effect, the June 30, 1953 
consolidated balance sheet of Archer- 
Daniels-Midland Company contains 
the following item under inventories : 


“At Market: 


Flour, wheat, and other grains, including 
adjustment of open contracts to market.” 


The foregoing is in harmony with 
S.M. 5693 (C.B. V-2, 20) which pro- 
vides that: 


“The practice followed by cotton and 
grain dealers, of bringing all elements to 
market price at date of closing, which has 
been in use for a long period of years 
and which conforms to the best accounting 
practice in the trade, is recognized as the 
only practical method of arriving at a 
true and correct result of the operations. 
This means— 

a © * 

“(2) That cotton and grain dealers 
should incorporate in their balance sheets 
at the close of the taxable year at market 
such open futures contracts to which they 
are parties as are hedges against actual 
spot or cash transactions or against 
forward sales or purchases, as the case 
may be. . 

“CS) That any profit from such con- 
tracts as are required under (2) to be 
incorporated in the balance sheets should 
be taken into income and any loss there- 
from deducted from income.” 


There are a number of situations 
where the “periodic matching” concept 
of the accountant has been ignored by 
the Courts, in tax cases. 

Thus, in H. Elkan & Co., 2 T.C. 
597, the taxpayer had been engaged in 
the business of dealing in hides and 
skins for more than 70 years. lor 
many years the taxpayer had engaged 
in commodity futures transactions in 
order to “hedge” its concurrent or 
anticipated inventory position. Some 
of the significant facts involved in this 
case were: 

(1) The taxpayer’s physical inventory 
at December 31, 1937 based on 
cost, was valued at $924,000, but 
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based on market prices was valued 


at $702,000. 


The taxpayer had (for more than 
35 years) inventoried its hides on 
the basis of cost or market, which- 
ever was lower. 


~ 
~— 


(3) Hides covered by spot purchase 
contracts were not included in in- 
ventory until and unless invoiced 
to the taxpayer; similarly, sales 
were not removed from inventory 
until invoiced out. 


(4) No consideration was given, in 
inventory valuation, to purchases 
and sales commitments which 
might have been open at the end 
of the year. 


YY 


No profit or loss was reflected in 
the taxpayer’s books, or its tax 
returns, in connection with the 
futures contracts which were open 


as of December 31, 1937. 


(6) At the end of the taxable year in 
question (1937), taxpayer had an 
unrealized profit on futures con- 
tracts in hides in the amount of 


$153,656. 


The Commissioner sought to include 
the unrealized profit of $153,656 in the 
taxpayer's income for 1937, urging 
that inasmuch as the 1937 income had 
been reduced by the unrealized inven- 
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tory loss (i.¢., the reduction to market) 
of $222,000, the difference between 
$924,000 and $702,000, it should fol- 
low that the unrealized gains on the 
open short contracts (the hedge con- 
tracts) shouid be brought into income 
for 1937, by reducing the unrealized 
inventory loss described above. 


While it was recognized that, nor- 
mally, unrealized gains are not brought 
into account, here the unrealized gain 
was in fact compensatory for a loss 
which was recognized (even though 
unrealized) through the reduction of 
inventory to market values. 


The Court vetoed the Commis- 
sioner’s logical argument by stating: 


“Whatever the theorizing, however, the 
practical effect of the respondent’s action 
in offsetting the unrealized profit on the 

short futures sales against the un- 
realized loss on hides actually on hand was 
exactly the same as if the petitioner's 
method of inventories had been changed 
from cost or market, whichever was 
lower, to market. 


The Commissioner apparently agreed 
with the Court’s denunciation of his 
“theorizing”, for he acquiesced in this 
decision, without appeal. 

Presumably the same __ theoretical 
argument (which is clearly predicated 
on the periodic matching concept) 
would be ignored if the following facts 
were present: 





October 1, 1953 


In the cash market a roaster buys 32,500 
pounds of coffee at 60¢ a pound. 


He sells 32,500 pounds of March, 1954, 
coffee futures at 60¢ a pound. 


December 30, 1953 


He still has the foregoing coffee in in- 
ventory. 


He buys in the foregoing futures contract 
at 85¢ a pound. 


December 31, 1953 


Since he values his inventory at the lower 
of cost or market, he inventories this 
coffee at 60¢ a pound, despite the market 
value of 85¢ a pound. 
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Since he has sustained a loss on the trans- 
action which he closed out on December 
30, there is a loss (ordinary) to be rec- 
ognized in the determination of his 1953 
income. 
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The periodic matching concept might 
indicate that the 25¢ per pound loss on 
the futures contract was in fact insur- 
ance related to the purchase of the 60¢ 
coffee and that the coffee inventory 
should thereby be stated at 85¢ a pound 
(thus deferring the 25¢ per pound ap- 
parent loss on the futures transaction. ) 


Nevertheless, it is probable that this 
“theorizing” would be ignored as was 
the “theorizing” in the case of Elkan 
(supra). 

Another test of the periodic match- 
ing process may be illustrated by the 
following situation : 





October 1, 1953 


Assume that a tire manufacturer who in- 
ventories his rubber on the LIFO basis, 
buys 22,400 pounds of rubber at 19¢ a 
pound. 


He sells short 22,400 pounds of March, 
1954, rubber at 19¢ a pound. 


December 20, 1953 


The manufacturer has processed this rubber 
into tires and has sold the tires to reflect 
rubber prices at 20¢ a pound. 


He closed out the short contract by buying 
in 22,400 pounds of rubber at 20¢ a 
pound. 


December 21, 1953 


The manufacturer buys 22,400 pounds of 
rubber at 20¢ a pound. 


He sells short 22,400 pounds of May, 1954, 
rubber at 20¢ a pound. 


December 31, 1953 


Inasmuch as the manufacturer is on a 
LIFO basis, his profit attributable to the 
rubber utilization would be zero (the 
December 21 purchase being matched 
against the December 20 sale). The in- 
ventory would be 19¢ a pound (the cost 
of the earlier acquisition). 


Query: 


Should the loss of 1¢ a pound on the close- 
out of the March, 1954, contract be rec- 
ognized in 1953? 





There are two problems which con- 
front us incidental to the foregoing 
simple situation, namely : 

(a) May a taxpayer on the LIFO 

basis classify his futures trans- 
actions as hedges, assuming that 
his physical inventory level re- 
mains constant ? 
Assume that he may so classify 
them, may the loss on the close- 
out of futures contracts be 
charged to income account prior 
to the time when the inventory 
level had been brought down? 


(b 


— 


_ With respect to the second inquiry, 
it might be demonstrated that while 
the futures sold on December 21 were 
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related to the actuals purchase on that 
date, nevertheless, under the LIFO 
assumption it was the December 20 
actuals sale which must be associated 
with the December 21 actuals purchase. 
It should follow that all of the futures 
transactions are to be associated, on 
the LIFO basis, with the October 1 
acquisition. If this conclusion were to 
prevail, the cost of the rubber in inven- 
tory would be 20¢ (the 19¢ price plus 
the 1¢ a pound loss sustained on the 
December 20 futures close-out). It can 
be seen that this is a piece of theoriz- 
ing closely related to the preceding 
coffee problem, which is stamped from 
the same mold as Elkan, and, there- 
fore, to be disregarded. 
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Reverting to the primary question 
as to whether taxpayers on the LIFO 
basis may use commodity futures 
transactions for hedging purchases— 
the problem is currently being tested 
before the Tax Court of the United 
States in Fulton Bag and Cotton Mills,* 
(Docket 43796). It will be of interest 
to note whether the Court will permit 
“theorizing” to show that LIFO, in 
fact, is an automatic hedge against 
market-price fluctuation, as is evident 
from the foregoing rubber illustration. 
If such is the case, there would not be 
a need for using the futures market, 
unless there is an extraordinary in- 
crease in the physical quantities on 
hand at any given period. 

Of course, the taxpayer may seek to 
avoid any losses from market decline 
on the base stock, and seek to do so 
through the futures market. However, 
it is to be emphasized that the fluctua- 
tions (up or down) in base stock 
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current values are not passed into the 
income account for the period, from 
which it might follow that the futures 
transaction associated with such base 
stock quantities should not be permit- 
ted to affect the merchandising phase of 
the income statement (at least for tax 
purposes). If this concept were to 
prevail, the conclusion would follow 
that the gains or losses are capital in 
nature rather than ordinary income or 
expense; or at least, such gains (or 
losses) should reduce (or increase) 
the closing inventory values, thereby 
avoiding the credit (or charge) to cur- 
rent period operations. 


Recording Aspects 

The various transactions relating to 
the subject here under consideration 
could be reflected in the books of ac- 
count through the following entries 
(presented schematically) : 


(a) On January 2, entered into a contract for the purchase (as a hedge) of one contract 
(22,400 pounds) of March Rubber at 20¢. Paid broker $500. as initial margin: 
Dr. Initial Margin and Market Variation............ $ 500. 
CP ARSAGIN Fidei dee eva eOtns oreo esta Seca $ 500. 
(b) On January 6, the price having moved down by 1¢ a pound, 


the broker requested additional margin of $224. (l¢ x 


22,400 Ibs.) 


This sum was paid. 


Dr. Initial Margin and Market Variation............. $ 224. 
CGF = TIBAGI yas clashing s, ereennscicra dw Soy mean ene bic cghsn $ 224. 
(c-1) On February 15, closed the contract by an off- 
setting sale at 21¢ a pound. 
Received a Purchase and Sale (P & S) from 
the broker, showing: 
Profit on contract of March Rubber 
6 Oe Eye ME SS a eee $ 224 
Less: Commission on the round turn 
(i.e., the purchase and sale)............... 40 
Net gain credited to account................ $ 184 
1972 © TD RPT VER POUEE 6 ois Sela 4 docs de wll dead a aesasiin $ 908. 
Cr. Initial Margin and Market Variation........ $ 724. 
Profit and Loss from Hedge Transaction.... $ 184. 


* See Addendum, page 621, post 
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Assume, instead, that the contract was closed on February 
20, by an offsetting sale at 19¢ a pound. Received a Pur- 
chase and Sale (P & S) statement from the broker, 
showing: 

Loss on contract of March Rubber 


CEE 56 A I) ooo wisinis 68 a ca cow aunatere $ 224. 
\dd: Commission on the round turn a/c.... 40. 
Aggregate loss charged to account..... $ 264. 

De, Die trom: Breohket. occ de Qoxvcce essen cet eee 
Profit and Loss from Hedge Transactions......... 


Cr. Initial Margin and Market Variation......... 
e 


Assume, instead, that possession was taken of the 22,400 
pounds of Rubber on March 10: 





Dr: Parchasés Ruppert oo since cocnna soeincanetoeanse 
Ce? Be tG: ERORGE fd cocoate cot Sines Gas tthe ees 
Initial Margin and Market Variation....... 

* 22,400 pounds of Rubber at 20¢ = .. $4,480. 
Add: Brokers’ Commission ........... 40. 
$4,520. 





Collected the balance of cash owing from the broker, in 
situations like c-l, above: 
Dee Casts ota eets cas ahi in eee 


Ce. “Due Ted Drones: 5cses co eae eres 


To effect the year-end closing of the Profit and Loss from 
Hedge Transactions account, the net debit or credit may 
be carried to: 

Purchases, and thereby ultimately to Cost of Goods Sold 


or 

Cost of Goods Sold, directly, 
or 

Profit and Loss, directly. 


On April 1, entered into a contract for the sale (as a 
hedge) of one contract (22,400 pounds) of May Rubber 
at 20¢. Paid Broker $500. as initial margin. 


Entry similar to (a) above. 


On April 10, the price having moved up by 1¢ a pound, 
the broker requested additional margin of $224. This 
sum was paid. 

Entry similar to (b) above. 


On April 15, closed the contract by an offsetting purchase 
at 19¢ a pound. Received a Purchase and Sale (P & S) 
statement from the broker, showing: 

Profit on 1 contract of May Rubber 


A Sie ee PMID ae 4 a.:5..6laabal paral «Fark es $ 224. 
Less: Comniission on the round turn........ 40. 
Net gain credited to account.............00- $ 184. 








Entry similar to (c-1) above. 


$4,520.* 
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460. 
264. 


908. 


$3,796. 
$ 724. 


$ 908. 











































(h-2) 


Assume, instead, that the contract was closed on May 10, 
by tendering 22,400 pounds of Rubber, and receiving a 
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net credit therefor of $4,440. (22,400 Ibs. at 20¢, less 


$40. commissions of broker) : 


Dr. Due from Broker........... 


Cr. Initial Margin and Market Variation........ $ 724. 


Sales—Rubber ......... 


BRR ets tor ROO $4,440. 


(i) If at the year-end, there are balances owing from brokers 
resulting from closed transactions such balances should 


be shown among the Current Assets. 


Where, at the year-end, there are open contracts, the 
related Initial Margin and Market Variations balances 
should be shown among the Other Assets on the Balance 
Sheet of the hedger, and where material, an explanatory 
footnote should be included, setting forth the amount (if 
any) of unrealized losses on open futures contracts. 


(j) Where the transactions are deemed to be speculative, rather 
than hedges, the entries set forth above would be readily 
adaptable to the new conditions. Of course, the summary 
account would be re-entitled and would be closed into 
Profit and Loss directly (without the Cost of Goods 


Sold alternatives). 


The treatment on the Balance Sheet of the position open 
at the year-end would be analogous to that set forth in 


(i) above, for the hedger. 


Conclusion Relating to 
Accounting Concepts 


Our discussion of the income tax 
problems incidental to trading in com- 
modity futures has pointed up the diff- 
culties of differentiating between hedge 
transactions and speculative transac- 
tions. 


Until such time as a legislative en- 
actment clarifies the problem, the re- 
sponsibility is on the accountant, at the 
initiation of the futures trading, to 
ascertain his client’s intent as to the 
trades. Where the intent is to con- 
sider the trades as hedge transactions, 
then the accountant should make cer- 
tain that the books of account and 
supplemental records clearly reflect 
this intent. 


Thus, where the transaction is 
deemed to be a hedge, the records 
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should show a relationship between the 
position in the actuals and that in the 
futures. The minutes of the Board of 
Directors (if a corporation) should 
clearly set forth the policy of the tax- 
payer. There should be a written 
record of discussions with the com- 
modity broker confirming the close re- 
lationship between the futures trading 
and the other business activities of the 
taxpayer. Further, the books of ac- 
count and the periodic financial state- 
ments prepared by the accountant 
should show the counterbalancing re- 
lationship between the futures trading 
and the physical position. 

There is no assurance that all of the 
foregoing measures will, in any given 
situation, sustain the client’s position. 
These procedures will, however, go a 
long way to overcome an adverse posi- 
tion which may be taken by the Com- 
missioner of Internal Revenue. 
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724. 
440. 





The decision of the Tax Court in 
Fulton Bag & Cotton Mills v. Com- 
missioner* was promulgated on August 
11, 1954 (22 TC, No. 126) 

In the course of its opinion in favor 
of the taxpayer, the Court stated the 
following: 

“Respondent argues, on brief, that peti- 

tioner had no risk against which to hedge 

since it valued its inventory on the so- 
called LIFO method, intended the contin- 
ued use of such method and the mainte- 
nance of a constant physical level of 
closing inventory each year; and _ that, 
ergo, petitioner’s transactions in cotton 
futures were not true hedges, but to the 
contrary, were sheer speculation. Reduced 
to its essence, respondent’s contention, as 
we understand it, is that any taxpayer 
regularly employing the so-called LIFO 
method, which taxpayer also intends, and 
does, in fact, maintain a constant level of 
closing inventory each year, by reason 
thereof, stands no risk of ever sustaining 
a business loss caused by fluctuation of the 





* Noted on page 618, supra. 
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market, and that any transactions by such 
a taxpayer in futures of the commodity in 
which it regularly deals must a fortiori be 
speculation. We agree neither with re- 
spondent’s conclusion nor with the premise 
upon which it is based.” 


* * * 


“Tn application, where a taxpayer ends the 
year with the same level of inventory with 
which it began, the so-called LIFO 
method, it is true, would not reflect a loss, 
nor for that matter a gain, upon the user’s 
books of account. But, it does not logi- 
cally follow that a gain or loss may not, 
in fact, have actually been realized by such 
taxpayer. All of which is to say that the 
LIFO method is no guarantee against the 
hazards of business, and the use thereof 
does not, in and of itself, insure the user 
against the realization of an actual gain or 
loss. . . . The method of accounting em- 
ployed by a taxpayer has no bearing what- 
ever upon, and, in fact, is an irrelevant 
factor in determining whether certain 
transactions on the commodities market 
constitute a true hedge.” 















































Shopping Centers 


By Larry SMITH 


The shopping center—a relatively new tyfe of real estate opera- 
tion—presents new accounting problems for the profession to 
solve. The author, one of the country’s leading consultants in 
this field, provides some basic background information on the sub- 
ject and then raises some interesting questions for discussion. 


A’ a recent meeting when shopping 
centers were discussed, it was the 
almost unanimous feeling that every- 
thing that could be said on the subject 
had already been said. It is true that 
there have been many discussions of 
them and books have been written on 
the subject. It seems unlikely that 
anything new could be said, and it is 
certain that no comprehensive discus- 
sion of the subject could be under- 
taken within the limits of this paper. 

My problem therefore was to decide 
what portion of the field would be of 
greatest interest to this particular meet- 
ing. Many alternatives were open to 
me. We could have discussed together 
a general description of shopping 
centers; possibly a history of them; 
possibly the various types from an 
architectucal and merchandising stand- 
point. 





LARRY SMITH is the senior part- 
ner of Larry Smith & Company, 
nationwide real estate consulting 
firm, which has participated in the 
development of many of the larger 
and better known shopping centers 
across the country. Mr. Smith has 
served as a consultant for retail 
centers and other real estate de- 
velopments since 1918. He _ has 
been an advisor also to department 
stores, chain store owners, and 
investing companies and mortga- 
gees for 36 years. 

This paper was presented by him 
at a technical meeting of the Society 
held at the Engineering Societies 
Building, on May 13, 1954, under 
the auspices of the Committee on 
Real Estate Accounting. 
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We could have considered the vari- 
ous areas in which the shopping centers 
operate; some in suburban areas; 
others in areas which have been re- 
developed and rehabilitated in the 
central portion of cities. Others have 
been created more or less as extensions 
of the downtown business district. 
Still others are created as the main 
business district in cities now under 
construction. 

We might have discussed the prob- 
lem from the standpoint of the builder 
or the developer of the shopping 
center, and reviewed the points that he 
should study with care before under- 
taking construction. 

We could have discussed the cost 
and financial problems. Those two sub- 
jects alone were the basis for a two- 
day meeting in Chicago last January, 
shortly after I agreed to participate in 
the meeting tonight. 

We could have discussed the general 
basis upon which an economic analysis 
of a shopping center is undertaken, 
because it is now being found by some 
of the projects recently opened that the 
volume of business available is not as 
great as the sponsors were led to be- 
lieve by the apparently over-optimistic 
reports on which they predicated their 
development. 

We could discuss the plan character- 
istics; the proper proportion of park- 
ing and service areas; the manner in 
which the utilities should be developed, 
whether in central plants, in separate 
plants located in each building or even 
separate units in the individual stores; 
the extent to which basements are 
justified ; the most economical delivery 
system and other factors of that kind. 
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All of those are intensely interesting 
to all developers of such projects, and, 
of course, are part of the broad ques- 
tion of shopping center development. 
I feel, however, that on account of our 
limited time, it would be more advan- 
tageous to you if I spent it in sketching 
the background information which 
might be necessary in developing an 
understanding of “shopping centers” 
as the term is now being used, and to 
indicate to you the particular problems 
that have developed in the course of 
our work which require thought by the 
accounting profession to provide a 
solution. 

I have therefore decided to cover 
the subject in two sections. I[*irst, to 
provide background information in 
connection with shopping centers and 
their fundamental characieristics and, 
second, to outline very briefly twelve 
or fourteen subjects which I believe 
may be of interest to you. 


Background Information 


Description and Types 


The term “shopping center” during 


the last several years has been applied 
to almost any collection of stores ex- 
ceeding, say, three in number, which 
have been developed under a single or 
limited number of ownerships with 
parking provided for those stores on 
the property owned by the developer. 

The size of the project has not been 
important, as the term has been applied 
to projects of possibly 15,000 sq. ft. 
of building area as wel: as to projects 
of one million square feet. The number 
of owners has not been important, as 
shopping centers such as the Manhasset 
development with Lord and Taylor or 
the Chestnut Hill ‘development in 
Boston are under more than one 
ownership. It does appear, however, 
that there should be a relatively limited 
number of ownerships and that park- 
ing should be available. 

We would like to see the term 
applied to projects in which architec- 
tural design has been developed on a 
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unified basis so that the project is in- 
tegrated from the standpoint of mer- 
chandising and from the standpoint of 
pedestrian traffic. Even that factor, 
however, is generally ignored in the 
ordinary use of the term. 

Regardless, however, of how the 
term may be applied, it appears sig- 
nificant that there are at least three 
types, graded according to size. This 
classification according to size is im- 
portant on account of the fact that the 
cost and revenue characteristics may 
differ from one type to another, as 
may the length of time required for the 
stores in the various projects to reach 
a stabilized volume of business. 


1. The neighborhood shopping cen- 
ter, so called. This type of center 
usually consists of a group of stores, 
probably not more than 15 or 20 in 
number and possibly as few as 5 or 6, 
in which the principal tenant is likely 
to be a supermarket. This type of 
shopping center is designed primarily 
for service of what might be termed 
the daily needs of the customer. It 
does not require extensive or detailed 
planning, although it does require in- 
telligent thought. A population of 
from 5,000 to 15,000 persons is gen- 
erally sufficient to support it, depend- 
ing on the size of the stores. 

2. The intermediate type of shop- 
ping center. This is larger than the 
purely neighborhood type, includes 
variety stores, possibly a junior de- 
partment store, a very limited selection 
of apparel and home furnishing stores, 
and is designed to serve a population 
of possibly 15,000 to 75,000 persons. 
This type of shopping center will be 
developed on from 10 to 20 acres of 
land and will probably contain from 
75,000 to 200,000 sq. ft. of total floor 
area. 

3. The so-called regional type of 
shopping center, the principal charac- 
teristic of which is the inclusion of a 
department store of substantial size. 
The size of the department store neces- 
sary to qualify a shopping center as 
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being regional has never been defined, 
but in my opinion it should be a de- 
partment store of, say, 100,000 sq. ft. 
or more. The reason that this defini- 
tion of size is important is that where 
you have a project including a depart- 
ment store of that size or over, you 
are quite likely to run into design 
problems which will have a tendency 
to increase the capital cost of the 
project per square foot. Solution of 
these design problems should, however, 
under careful planning, increase the 
revenue of the project so that the 
larger project should be of equal or 
greater quality from the standpoint of 
investment material. It is quite possible 
that some of the stores in this regional 
type of shopping center may take a 
slightly longer time to reach their full 
maturity than in the other types, 
although the volume of business at the 
point of maturity should be greater 
than in the smaller type centers. This 
does not apply generally to all types of 
stores. As a matter of fact, the food 
markets are quite likely to be prac- 
tically as successful in the small neigh- 
borhood type centers as they are in 
the regional centers. There are at the 
present time probably not more than 
12 or 14 regional type centers in the 
United States and not all of them have 
been as successful as their sponsors 
anticipated. 


Costs and Investment 

It is not my intention to go into the 
question of cost in detail, but I might 
say in passing that the neighborhood 
type center will probably be built for 
about $8.00 or $9.00 per sq. ft., and 
will therefore probably represent an 
investment of somewhere between, say, 
$200,000 and $600,000. 

The intermediate type center may 
cost slightly more, although not too 
much more—possibly $9.00 per sq. ft. 
or $10.00 per sq. ft. including the 
buildings, possibly the land, and cer- 
tainly including the parking lot im- 
provements, the lighting, the under- 
ground utilities such as water and 
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sewer and all other costs pro-rated to 
the building area—so that for a project 
of from 75,000 to 200,000 sq. ft., the 
intermediate type center is likely to 
cost somewhere between $750,000 and 
$2 million. 

The regional type center can be 
built very economically or rather ex- 
pensively. It can be built for as little 
as $10 per sq. ft. In some cases, how- 
ever, on account of the greater con- 
veniences located in the department 
stores (such as escalators and eleva- 
tors), the refinements of design and 
the use of more expensive material, 
more elaborate specifications (such as 
greater ceiling heights in the basements 
and main floor), and the provision of 
underground delivery and extensive 
landscaping on the mall, the costs may 
run up as high as $25 or even $30 per 
sq. ft. 

Consequently, the regional type cen- 
ters running from 250,000 sq. ft. up 
to one million square feet may cost 
anywhere from $2% million up to as 
much as $30 million each. 


Equity 


In this connection we are often 
asked how much actual cash must an 
owner have who intends to develop a 
shopping center. This, of course, is a 
very, very broad question. In the past, 
when lending agencies were prepared 
to make liberal loans and before they 
had the amount of actual experience 
that is available at the present time, de- 
velopers were able to complete a shop- 
ping center, provided they had current 
financing that would allow them to 
take care of the construction payments, 
with relatively little or no investment 
whatever in equity capital. I know at 
least one major project in which the 
total equity investment on the balance 
sheet was purely nominal, the balance 
being provided by other types of senior 
securities from recognized mortgage 
agencies. With increasing experience, 
the lending agencies have had a tend- 
ency to become somewhat more con- 
servative and at the present time I 
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would say that it is reasonable to as- 
sume that somewhere between 10 and 
15 percent of the total investment 
would be required in cash. This is not 
a specific figure as I have known some 
projects in which as much as 25 or 30 
percent has been invested where mort- 
gage companies were not prepared to 
recognize certain expenditures as a 
basis for mortgage lending. On the 
other hand, I have known cases where 
even more liberal loans than 85 to 90 
percent have been made in fairly re- 
cent months. However, in general, for 
a neighborhood type center the equity 
would probably be somewhere between 
$30,000 and $75,000 and from that it 
would run up to the regional type cen- 
ters in which the cash equity invest- 
ment required might be anywhere from 
one-quarter of a million dollars for a 
small project up to as much as $3 or $4 
million or more for a major shopping 
center. ¥ 
Subjects for Discussion 


I come now to the specific points 
which I was asked to discuss and one 
or two that I have suggested myself. 


Form of Organization 

There is, of course, no set rule for 
this element. Generally speaking, most 
of the shopping centers with which I 
am familiar are owned by corporations 
formed by the sponsors for the par- 
ticular purpose of developing and own- 
ing the shopping center. The question 
depends primarily on tax advice and 
the desirability of segregating the in- 
vestment in such a way that the lia- 
bility for the mortgage financing will 
be expressed only on the balance sheet 
of the particular corporation formed 
for the purpose of ownership. On the 
other hand, there are many variations 
and certain other fundamental elements 
have been brought into the picture. 

For instance, in at least three cases 
with which I am familiar, the land is 
held by individuals who are also con- 
nected with the construction of the 
project and is ground-leased to the 
corporation, but with a provision under 
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which the land is subjected to 
the mortgage financing. This, of 
course, permits the withdrawal of a 
certain proportion of the earnings of 
the project from the corporation as 
ground rent in the form of expense 
rather than as dividends, the earnings 
for which would be subject to taxation 
in the hands of the corporation. There 
have also been certain circumstances in 
which a department store or a mort- 
gage company has become entitled to a 
certain percentage of the earnings, 
either in the form of a rent reduction 
or in the form of additional interest on 
the mortgage. These percentage pay- 
ments are, of course, likewise expenses 
of the shopping center corporation and 
deductible for federal income tax pur- 
poses. I also know of certain shopping 
centers, small ones it is true, in which 
the project is owned by an individual, 
the same as any other limited parcel of 
real estate. There are, furthermore, 
certain shopping centers which are 
owned by tax-benefited institutions in 
which no mortgage financing is in- 
volved and, in the cases where I have 
been familiar with them, the project as 
a whole is owned directly by the tax- 
benefited institution without the inter- 
vention of a subsidiary. 


The Economic Survey 


This subject could be the basis for 
an extensive discussion in itself. It is 
becoming more and more apparent that 
successful shopping centers are not 
created simply by developing any piece 
of acreage which is located on a high- 
way and which appears to be large 
enough to accommodate the stores who 
are prepared to lease space. There 
must be a fundamental backlog of busi- 
ness available to that shopping center 
under conditions where the customers 
find it more convenient or satisfactory 
to shop at that particular shopping cen- 
ter than to shop elsewhere. 

Extensive studies have been under- 
taken in the last three or four years to 
find out the elements of greatest ap- 
peal to customers. Without going into 
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great detail, I might say that parking 
is by no means the most important con- 
sideration; and that the fundamentals 
of merchandising in which the cus- 
tomers have an adequate display of 
merchandise before being compelled to 
make their selection, and satisfactory 
price policies have been named in every 
instance with which I am familiar as 
the most important things in appealing 
to the customer. 


Assembling Land 

The developer of a shopping center 
project is usually faced with a dilemma 
in which he must either settle for a 
location which is removed from the 
existing population or at least on the 
fringe of the existing population, or to 
be faced with the necessity of assem- 
bling a parcel of land large enough to 
serve as the location for the particular 
center which he contemplates. 

In our experience, we have come 
across almost every problem of land 
assembly that you could imagine. We 
have had land tied up in such a way 
that it had to be ground-leased rather 
than purchased, on account of the ex- 
istence of certain trusteeships or other 
factors preventing its sale. We have 
had the necessity of vacating streets 
which were located in subdivisions, 
which for one reason or another did 
not proceed. We have had the prob- 
lem of acquiring rights to property 
through which streams passed which 
were subject to certain water rights 
and which involved certain problems of 
flood control with negotiations involv- 
ing several public bodies. Generally 
speaking, the modern day shopping 
center is located in an area where a 
land cost of more than $4,000 or $5,000 
per acre will place a premium upon the 
site when assembled which cannot be 
justified if, for any reason, the shop- 
ping center does not go ahead and the 
land must revert to residential use. In 
some cases land for the shopping cen- 
ter has cost a total of $15,000 to 
$25,000 per acre. Such a value can be 
sustained with careful planning in a 
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sound location for a shopping celiter 
but if, for any reason, the plans for 
the shopping center go astray, the de- 
veloper with land at this cost may {ind 
himself in a somewhat uncomfortable 
position. 

It is therefore imperative for the 
prospective owner to understand _ his 
location well enough to be sure that 
the cost of land required for assembly 
purposes will prove profitable by actual 
development of the shopping center as 
projected. 


The Existing Improvements 

Sold or Exchanged 

In almost every case, shopping cen- 
ter property will involve the purchase 
of certain improvements on at least a 
portion of the land, which improve- 
ments will not be useful for the shop- 
ping center. Generally speaking, as con- 
sultants to the developers, we are ina 
position tq ignore any accounting prob- 
lems which may be involved as the im- 
provements are usually of a nature 
which do not permit salvage. We 
therefore simply advise the owner that 
the land is of sufficient value to justify 
its purchase without regard to the value 
of the improvements involved. We 
recognize the problem, however, and | 
have had the question raised in certain 
instances, as to how the improvements 
should be treated from a tax stand- 
point. The same question arises in 
connection with the dedication of land 
for street-widening purposes, and 
the acquisition of land accomplished 
through the vacating of existing streets 
where the area previously purchased 
includes property on both sides of the 
streets in question. 


Should the Project be Built by 
the Owner or by an Outside 
Contractor? 


In many cases, even competent 
builders developing shopping centers 
have decided that it would be most 
practical to arrange for construction of 
their own project by bidding proce- 
dures and by the awarding of a con- 
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tract tv another contractor on either a 
cost-plus-a-fixed-fee basis or on a 
definite-bid basis. 

On the other hand, we have had con- 
siderable experience with owners who 
have built the projects either by con- 
tractual arrangements involving a 
straight-open and cost-plus basis or by 
builders and contractors who develop 
the project with their own forces, sub- 
ject of course to the normal sub-con- 
tracting procedures. 

We understand that under these cir- 
cumstances it is the general rule that 
the normal profit for the contractor 
becomes merged with his ownership of 
the project, and that if he should dis- 
pose of the project as a whole at a 
later date, the entire gain will be con- 
sidered a capital gain. It should be 
noted, however, that certain questions 
have been raised in connection with 
subsidiaries in which the ownership 
differed from that of the contracting 
company. 


Financing and Renting 

These again are very broad subjects. 
I can do little more than touch on them, 
although I shall be very glad to attempt 
to answer any specific questions on this 
particular subject or any other in 
which you may be interested. Financ- 
ing, however, is generally accomplished 
by some form of mortgage, although 
in certain instances, it has been ac- 
complished by a sale and lease-back 
provision in which the owner has un- 
dertaken the obligation of a lease to 
the lending company and derives his 
profit from the differential between the 
payments on the lease-back transaction 
and the subsidiary Jeases to the indi- 
vidual stores. I mentioned earlier the 
fact that occasionally the land is leased 
to the project and where the land is 
made subject to the mortgage, such a 
procedure reduces the amount of cash 
equity required for the development. 

The renting ordinarily is accom- 
plished on a combination of guaranteed 
rent and a percentage rent for the re- 
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tail stores; on the basis of guaranteed 
rent, only, for some of the service 
establishments such as the barber shop 
and beauty shop; and almost always on 
a flat-rent basis for the bank, the sav- 
ings and loan institutions and other 
institutions of that kind. Where there 
is a fixed rent to a bank and a savings 
and loan institution, it is frequently 
made subject to revision every five 
years by arbitration, with a provision 
that the rent in any subsequent period 
will be no less than in the original 
period, but in the event that rents from 
the retail stores in the project as a 
whole show an increase by reason of 
the operation of their percentage 
clauses, a similar percentage increase 
will be applied in the succeeding five- 
vear periods as they develop. 


Allowances to Tenants— 
Tax Implications 


One of the real problems in the de- 
velopment of shopping centers is the 
manner of handling the tenants’ im- 
provements. It seems obvious that any 
cost that can be passed on to the tenant 
without reduction in rent will result in 
a net improvement in the landlord’s 
position. On the other hand, it is like- 
wise almost axiomatic that the greater 
the investment that the tenant must 
make, the lower will be the rent. De- 
termining the point at which this equa- 
tion works out to the best advantage of 
the landlord and the tenant is one 
of the real problems in the renting 
operation. 

However, some tax questions avise: 
Does the landlord have any tax ad- 
vantage or tax detriment by passing on 
to the tenant the capital costs involved 
in the development of the tenant’s 
space, and will the form of lease in 
that respect have any bearing on the 
answer to the question? 


The Operation of Utilities 


As you can readily realize, the op- 
eration of a shopping center involves 
the need for at least three utility ser- 
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vices, and generally four: Electricity, 
water, heating and, in most cases air- 
conditioning. The problem is this— 
should the services be provided by the 
landlord at the cost of the tenant, or 
should the services be provided by a 
public utility dealing directly with the 
tenant in respect to water and elec- 
tricity, at least, with heating accom- 
plished by separate plants located in 
the tenants’ premises? In the case of 
air-conditioning, should the cost be 
provided by a central air-conditioning 
system with costs charged to the ten- 
ants, or should it be accomplished by 
the installation of individual plants in 
the tenants’ premises by the tenants 
themselves ? 

We have been exploring this whole 
problem with a view to determining the 
course of action most advantageous to 
the project. There is no single answer 
to the question. It is a combination of 
engineering problems, financing prob- 
lems, problems of tenant relationship, 
management problems, and other prob- 
lems having to do with the philosophy 
of the owner in his development of the 
shopping center. The total cost of 
utilities in a major shopping center can 
run into several million dollars. In 
one particular project in which we are 
interested, the estimated cost of the 
utility systems is approximately $314 
million and in others in which we are 
interested the cost runs even higher. 
Consequently, this is a tremendously 
important point to the owner from an 
investment standpoint. A final study 
of the advantages and disadvantages 
has not yet been completed in any of 
the projects now in existence, although 
more extensive study is being given to 
the question right now than at any time 
in the past. 


Accounting for Proration of 
Expenses 


It is generally accepted now that the 
tenants should pay a prorated share of 
certain expenses; the cost of operation 
of the utility systems referred to pre- 
viously may be one of these; the cost 
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of maintenance and cleanliness in the 
parking lot is another; the cost of 
lighting the malls, the sidewalks, and 
the pedestrian ways in the parking lot 
is another. -There are several other 
types of proratable expenses which, in 
the course of negotiation between land- 
lord and tenant, it has been agreed that 
the tenant will pay to the landlord 
where, under ordinary leasing proce- 
dures, services would be acquired from 
a third agency. 

In some cases these services are pro- 
vided by the landlord operating through 
a separate subsidiary. In other cases, 
a separate company not owned by the 
landlord has undertaken to provide 
these services and to charge the tenant 
on a profit basis. In other cases, the 
services are provided in large measure 
by the tenants themselves; in still other 
cases they are provided directly by the 
landlord and prorated to the tenant. 
This, again, is a question that has tax 
implications and management implica- 
tions. The principle is generally ac- 
cepted that certain of these charges 
should be borne by the tenant regard- 
less of the manner in which the ser- 
vices are provided, but the exact form 
in which the proration should take 
place—whether the proration should 
include amortization of the original in- 
vestment and whether or not there 
should be a profit to the owner for 
providing the service—these and other 
questions are still not generally settled. 


Financial Results 


I was asked to comment on this 
question which, as you can see, is a 
very broad question. To indicate how 
wide the results may be, I was talking 
to the editor of one of the well-known 
trade publications a few months ago, 
and he told me that he had kept a 
record in his office of all the shopping 
centers that had been brought to their 
attention since the first of last July. 
It was over a period of approximately 
nine months in which they had notice 
of 1,900 shopping centers being de- 
veloped. It is quite likely, of course, 
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that perhaps not more than a third of 
these will come into being, but even 
the thought that there would be 600 
shopping centers created over a period 
of a year indicates the number and 
probable variety of results. Most of 
these, of course, would be small neigh- 
borhood shopping centers, with a mod- 
erate number of the intermediate type, 
and with very few of the regional-type 
centers. The financial results vary all 
the way from a minus quantity to an 
extremely profitable operation. We 
have profit and loss statements of 
small neighborhood centers in our 
office and also of large regional-type 
centers, with some of each type show- 
ing a very distinct loss and with real 
problems involved in bringing them up 
to a profitable status, if in fact that 
can be accomplished at all. We also 
have records of shopping centers in 
which land of a very nominal value at 
the time the shopping center was cre- 
ated, now supports a valuation very 
considerably in excess of $100,000 an 
acre. Consequently, I would say that 
the financial results can be extremely 
favorable or can be extremely disap- 
pointing, depending very largely on 
the location of the project and the care 
with which it is developed. 


The Valuation of Land in 
Relation to Buildings 


The ultimate answer to this, of 
course, is tied in with the question to 
which I just referred, that is, the loca- 
tion of the property, the manner in 
which the projects develop, and the 
actual profit record as the stores get 
into operation. Generally speaking, I 
would say that the land should not 
constitute more than 10 percent of the 
total original investment, with the 
other 90 percent represented by build- 
ings and other improvement in the first 
Stage. 

It is quite likely that if the project 
is successful, the land may be worth a 
third to a half of the total investment 
in the project, or even somewhat 
higher. 
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Bringing this down to a specific case, 
say that we are dealing with a shopping 
center of 100,000 sq. ft., in which the 
investment in the buildings is likely to 
be approximately $1 million—$800,000 
to $1 million. As a rough rule of 
thumb, it would be advisable to de- 
velop such a project on land that costs 
no more than $100,000 in total and 
anything that could be saved under that 
would be all to the good. That doesn’t 
mean that you could not develop suc- 
cessfully on more expensive land, but 
it would become increasingly danger- 
ous as you went over the $100,000. 
When the property is completed, the 
land, of course, could be worth zero if 
the project was unprofitable, because 
you would not be able to sell it even 
for the value of the buildings. On the 
other hand, the value of the land might 
run up to as much as $8 to $10 per sq. 
ft. of building areas located on the 
project—or to a value of approxi- 
mately $800,000 to $1 million, approxi- 
mately 50 percent of the combined 
value of land and buildings at that 
point of approximately $2 million. 
This would not necessarily be the top 
figure but it represents the reasonable 
range. In a project of that size the 
land should not cost over $100,000 and 
if the project is successful, the land 
might be worth somewhere between 
$500,000 and $750,000 in excess of the 
value of the buildings. To attempt to 
pinpoint it any more closely than this 
and not to warn you that these are 
merely indications of value rather than 
statements of the limits to be reached 
would be unrealistic. 


The Tax Aspects 


A large portion of the time that we 
spend in meetings with our clients and 
financing agencies and with architects 
and with others on these shopping cen- 
ters is spent in discussions in which the 
tax aspect is uppermost. The prob- 
lems of depreciation, the problems of 
the relative advantages of ground 
leases or fee ownership, the problem 
of the transfer of funds from a sub- 
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sidiary to a parent corporation, the 
problem of offsetting earnings from a 
successful project against rent for a 
tenant who may have a financial inter- 
est in the project -all of these and 
other problems are discussed at length. 
| know, however, that you, as account- 
ants, appreciate probably better than 
any other profession the importance of 
tax implications and the necessity for 
studying them thoughtfully before any 
step is taken. 


The Management Problems 


The only point on which | shall 
touch here is the fact that the owner 
faces a basic decision as to whether or 
not he will assume the full implica- 
tions of a management operation in 
which he treats the shopping center as 
a merchandising entity and in which he 
cooperates with the tenants in promot- 
ing the center, undertaking all of the 
responsibilities of management which 
relate to the shopping center as a busi- 
ness rather than as a piece of real 
estate. 

On the other hand, the management 
philosophy may develop in such a way 
that the attempt of the owner is to put 
himself in the position of an owner of 
downtown real estate in which his pri- 
mary function is to collect the rent and 
to maintain the physical condition of 
the property with the whole problem 
of promotion, heating, lighting, air- 
conditioning, window cleaning, garbage 
removal and all of those other prob- 
lems passed on to the tenant without 
management responsibility on the part 
of the owner. This fundamental deci- 
sion has many implications in the 
design and planning of the center. 


The Effect of the Shopping Center 
on Urban Centers 


Here again we are on a subject 
which really justifies a rather compre- 
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hensive discussion rather than a sliort 
comment. Generally speaking, how- 
ever, we do not believe that shopping 
centers are likely to have the impact 
on urban cénters—on the downtown 
business district—which is expressed 
in many of the articles published at 
the present time. We think of shop- 
ping centers as being the suburban 
shopping districts which characteristi- 
cally used to be built around the inter- 
section of streetcar lines fifty or sixty 
years ago but modified for the use of 
the automobile. A very large propor- 
tion of retail business has been done 
in suburban districts for the last thirty 
or forty years, even before the auto- 
mobile was heard of as a general means 
of transportation. More of the popu- 
lation is now being located in the sub- 
urbs simply on account of the un- 
availability of land in the central part 
of the city or even within the city 
limits itself. Consequently, for the 
portion of the retailing which has 
always been done close to the place of 
residence—primarily food, partly drug 
and variety store type of merchandise, 
and to a limited extent the apparel and 
home furnishings—such stores are now 
still being built in the suburbs close to 
the place of residence as in fact they 
always have been for the last genera- 
tion or more. Consequently, we feel 
in most cases that the damage likely to 
be done to the downtown business dis- 
trict has been over-emphasized. 

On the other hand, we do believe 
that the downtown business district is 
in some danger of deterioration. This 
arises primarily from the lack of ag- 
gressive action on the part of owners 
of downtown property to protect that 
property in view of the changing con- 
ditions. In our opinion, the danger 
from this direction in most cities is 
greater than from the direct action or 
reaction of shopping centers now being 
developed in the suburban areas. 
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The Effect on Taxes and Income of the 


New Tax Allowances for Depreciation 


By Atvin Brown 


[his paper extends the author's previous discussion of the effect 

on taxes and income of the diminishing-balance method of depre- 

ciation. It points out the savings made possible under the new 

Internal Revenue Code of 1954 by the use of the sum-of-the- 
years’-digits method. 


LMOsT two years ago | described in 
A these columns! the effect on taxes 
and income of the diminishing-balance 
method of depreciation permitted in 
Canada. I illustrated the effect of de- 
preciation, as it accumulates more 
rapidly than the requirement of re- 
newal, to reduce investment to half the 
original expenditure in the case of 
straight-line depreciation ; and to a less 
proportion in the case of diminishing- 
balance depreciation, depending on life 
and rate. The formula for ultimate 
net investment after diminishing-bal- 
ance depreciation, as given, was: 


CS(1—D) 
\ 
iD) 
when C = cost 
V = book value at end of 
year 
S = straight-line deprecia- 
tion rate 
D = diminishing-balance de- 


preciation rate. 





Atvin Brown is Vice President 
for Finance and a Director of 
Johns-Manville Corporation. He is 
the author of “Organization: a 
Formulation of Principle’, ‘“Or- 
ganization of Industry”, and “The 
Armor of Organization”, and has 
been a visiting lecturer at Massa- 
chusetts Institute of Technology and 
other colleges. 
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This result reflects mere book en- 
tries; it does not affect cash. But the 
tax saved by the excess of depreciation 
is a cash saving; and, since the excess 
of depreciation is permanent, so is the 
cash saving. It is, in other words, as 
compared to earnings after straight- 
line depreciation, a permanent addition 
to real income. The formula for the 
added earnings, as given, was: 


TC[D—2S(1—D)] 


Ie 
2D 
when If == added earnings 
T = tax rate 


and other symbols are as before. 

Two years ago this adventure into 
mathematics could have had only aca- 
demic interest except to companies 
with activities in Canada. Now, how- 
ever, the new tax law makes the sub- 
ject of interest to every domestic com- 
pany that acquires wearable facilities 
in 1954 or hereafter. 

The new tax law permits use of the 
diminishing-balance method, with the 
added dispensation of shifting to 
straight-line at the taxpayer’s option. 
This he will do, of course, at the point 
where straight-line depreciation is 
greater than diminishing-balance. To 
state a formula embodying this latter 
circumstance is beyond this author’s 
limited mathematical powers. 

That, however, is no obstacle to ap- 
praising the effect on taxes and income, 
because the law permits. an alternative 

(Continued on page 638) 

























Expense Center Accounting in 





Department and Specialty Stores 


By Kennetu P. Maces, C.P.A. 


This article discusses the highlights of the new Expense Center 
Accounting Manual soon to be published by the Controllers’ Con- 


gress. 


This manual makes a clean break from the five broad 


groupings of administrative, occupancy, publicity, buying, and sell- 

ing expenses and, instead, identifies and classifies all expenses in 

relation to the work operations or functions of the various expense 
centers of the business. 


ae more than 30 years, department 
stores generally have classified their 
expenses in accordance with the rec- 
ommendations of the Controllers’ Con- 
gress of the National Retail Dry Goods 
Association. In 1920, the Controllers’ 
Congress published a manual on ex- 
pense accounting which was revised 
and simplified in 1928. The most re- 
cent edition of the Controllers’ Con- 
gress Expense Accounting Manual was 
published in 1950 but it is substantially 
the same as the 1928 edition. There- 
fore, for more than 25 years the stores 
have used the same manual. This 
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consin), is a partner in the firm of 
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This paper was presented by Mr. 
Mages at a technical meeting of the 
Society held on May 19, 1954, under 
the auspices of the Society’s Com- 
mittee on Retail Accounting, at the 
Engineering Societies Building in 
New York City. 
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manual provides for 14 natural divi- 
sions of expenses which are distributed 
among 17 sub-functions, or ledgers as 
they were originally called. These 17 
sub-functions are grouped into the five 
well-known functions of administra- 
tive, occupancy, publicity, buying, and 
selling. 

The standardization of expense 
classification in department stores re- 
ceived its impetus from the need for 
national data following World War I. 
Down through the years since 1920, 
the Harvard Business School has pub- 
lished an annual report on department 
store operating results which primarily 
emphasizes expense and related fac- 
tors. So widely known is this report 
that in retail circles it is spoken of as 
“The Harvard Report” even though 
Harvard issues many reports other 
than the one relating to department 
and specialty store operating results. 

Although the standard classification 
of expenses was intended to be the 
minimum break-down for the exchange 
of expense figures among stores and 
for the preparation of reports such as 
that of Harvard, there was an under- 
standable tendency for stores to use the 
expense accounting manual for inter- 
nal purposes. Many stores introduced 
variations of the manual to suit their 
own needs but other stores, particularly 
the medium- and small-sized stores, did 
not rearrange the expense accounts to 
fit their own organizational structure 
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as much as they should have. In any 
event, practically all of the stores that 
made changes in the expense account- 
ing manual for their own use did so in 
such a way that their own version 
could be matched with the categories 
and groupings specified in the Con- 
trollers’ Congress manual. 

For many years, but particularly 
since the end of World War II, there 
nas been an acknowledged need for a 
rather extensive revision in the stand- 
ard classification of expenses for de- 
partment and specialty stores. A group 
of 26 stores which comprise the Asso- 
ciated Merchandising Corporation and 
which originally was formed in the 
1920's as the Retail Research Associa- 
tion, adopted a new classification of 
expenses on February 1, 1949. Up to 
that time the standard classification of 
expenses for this group of stores was 
almost identical to the Controllers’ 
Congress expense accounting manual. 
The new approach of the A.M.C. was 
known as “work center accounting.” 
On February 1, 1955, department 
stores will have the opportunity to 
adopt a new classification of expenses 
similar in many respects to the work 
center accounting of the A.M.C., but 
which will be known as expense center 
accounting. The new Controllers’ Con- 
gress expense center accounting man- 
ual will be published in the Fall of 
1954. It will make a clean break from 
the five broad groupings of adminis- 
trative, occupancy, publicity, buying, 
and selling and, instead, all expenses 
will fall into expense centers, each 
center providing for expenses which 
are closely related to the work opera- 
tions or the functions which are iden- 
tified with that center. 

In an article of this size it is not 
possible to cover anything but the high- 
lights of the new manual, which is the 
result of a committee project which 
has extended over a period of more 
than two years. For the student of 
retail accounting and for the practi- 
tioner who has a working knowledge 
of the old expense accounting manual, 


1954 


Expense Center Accounting in Department and Specialty Stores 








certain features of the new manual 
should be discussed. These features, 
incidentally, will serve to distinguish 
the new Controllers’ Congress expense 
center accounting manual from the 
A.M.C. work center manual referred 
to above. 


Expense Centers for Various 

Sizes of Stores 

The new manual will suggest a sepa- 
rate series of accounts for each of four 
groups of stores, varying as to size. 

If a store feels that it is too small 
to benefit from expense center account- 
ing, such stores are urged, as in the 
past, to group their expenses by natural 
division only. In the manual this group 
of stores is referred to as Group A. 
Group B stores are offered 14 expense 
centers. Group C stores are provided 
with 36 expense centers and the large 
store group, Group D, will have 71 
expense centers. 

There is a definite relationship be- 
tween the payroll accounts in the old 
accounting manual and the expense 
centers in the new one. Although 
there are some exceptions to this rule, 
such as the expense centers for real 
estate costs and for supplementary or 
social benefits, nevertheless the rela- 
tionship just referred to will be help- 
ful in making some significant expense 
comparisons with the preceding year 
during the first year in which the new 
manual is used. 

As pointed out earlier, the expense 
centers are not grouped as to adminis- 
trative, occupancy, publicity, buying, 
and selling. Furthermore, each ex- 
pense center is identified by name and 
by a 3-digit number. The 36 expense 
centers in Group C represent a fanning 
out of the 14 expense centers in Group 
B; likewise the 71 centers in Group D 
comprise a further refinement of the 
36 centers in Group C. Since the ex- 
pense centers at each successive level 
are related to similar expense centers 
at other levels, the numbering system 
has been established accordingly. An 
example follows: 
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Group C 


Group D 


400 Sales promotion 410 Publicity and display 410 Publicity and display 


management 


420 Advertising 


management 

421 Art work and 

photography 
2 Copy production 
3 Newspaper and shopping 
news 

425 Direct mail 

427 Radio and television 

429 Other advertising and 
publicity 


430 Shows and exhibits 430 Shows and exhibits 


440 Display 


This makes it possible to compare ex- 
penses between two stores, each using 
a different group of accounts. It also 
permits a store using Group C, for 
example, to fan out a particular ex- 
pense center or group of centers by 
reaching into the D group and using 
the further refinement thus available. 
This can be done by not adopting the 
DD group in its entirety. 

Since it is recommended that each 
store adapt the new manual in a man- 
ner which fits its own store organiza- 
tion chart, it is possible to sort the 
expense centers by executive respon- 
sibility. Furthermore, by adding a 
numerical prefix to each expense cen- 
ter number, thus making it a 4-digit 
number, it is possible to associate each 
expense center with the individual who 
is responsible for it and yet not to lose 
the tie-in to the Controllers’ Congress 
manual and to the Harvard reports. 
T‘inally, it should also be noted that the 
numbering system has been set up 
with gaps or open numbers so that 
stores can add many expense centers 
if need be, which would provide addi- 
tional detail beyond that available at 
the D level. 


Extent of Detail Within an 
Expense Center 


Within each expense center the ex- 
penses have been grouped by natural 
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441 Display production 
445 Sign shop 


division only. Where there are sev- 
eral distinct kinds of expenses within 
a natural division, separate accounts 
have not been provided because it was 
felt that stores should make this in- 
ternal fan-out within an expense 
center to suit their own needs. In 
some instances a suggested fan-out 
has been offered. Thus, for example, 
in KC-921—Buying, only one account 
for payroll is provided, but in adapting 
the manual to its own needs the 
Ol-payroll account might be expanded 
as follows: 

011 Buyers, assistants, and heads 

of stock 
012 Merchandise control clerks 
013 Buyers’ secretaries, typists and 
file clerks 

Added Natural Divisions 

Four new natural divisions are rec- 
ognized and one has been dropped, 
thus resulting in 17 natural divisions 
instead of 14 as in the past. The added 
starters are 11-pensions, 15-donations, 
16-bad debts and 17-equipment rentals, 
all of which were formerly buried in 
old O8-unclassified. The old natural 
division 11-repairs, has been eliminated 
since it has always been recognized 
that repairs is not a natural division in 
itself, but represents a function or job 
of work. Thus, in the new manual a 
separate expense center is provided for 
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repairs and maintenance in which will 
be accumulated payroll, supplies, re- 
pair parts and repairs purchased from 
outside contractors. The revised natu- 
ral divisions follow: 

01 Payroll 

02 Rentals 

03 Advertising 

04 Taxes 

05 Imputed interest 

06 Supplies 

07 Services purchased 

08 Unclassified 

09 Traveling 

10 Communications 

11 Pensions (new) 

12 Insurance 

13 Depreciation 

14 Professional services 

15 Donations (new) 

16 Losses from bad debts (new) 
17. Equipment rentals (new) 


Modified All-inclusive Cost 

Concept 

In contrast with the A.M.C. work 
center accounting manual, which leans 
toward an all-inclusive concept, namely, 
the principle whereby all expenses 
identifiable with a work center are 
charged thereto, the Controllers’ Con- 
gress manual follows a modified ver- 
sion of that principle whereby only 
major or significant expenses identi- 
fiable with an expense center are 
charged thereto. Expenses which are 
not likely to be significant in most cen- 
ters, such as supper money, dues, sub- 
scriptions, travel, entertainment, pay- 
roll taxes, and repairs are to be 
concentrated in single expense centers 
so their over-all total can be watched 
and controlled. 

There are two éxceptions to this 
principle. The first exception relates 
to the six expense centers identifiable 
with delivery. In this case since more 
than 2,000 stores in the country buy 
delivery service from an_ outside 
agency and thus accumulate all-inclu- 
sive costs in the delivery expense ac- 
counts, it was ‘felt that those stores 
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operating their own delivery depart- 
ments should accumulate costs on an 
all-inclusive basis for purposes of 
comparability. The second exception 
relates to real estate costs in that the 
long-standing Harvard definition of 
real estate costs has been adopted. Un- 
der the old manual the elements com- 
prising real estate costs (rent, taxes, 
insurance on leased real estate, depre- 
ciation of leasehold improvements, 
amortization of leasehold valuation; 
plus taxes, insurance, and depreciation 
on owned real estate) were spread 
among many accounts, but in the an- 
nual Harvard study they were re- 
arranged to produce a real estate cost 
figure. This definition has been so 
widely accepted that the new manual 
provides for the accumulation of real 
estate costs, and no rearrangement will 
be necessary. 


Supplementary Benefits 
Supplementary benefits given to em- 
ployees, sometimes called fringe bene- 
fits or social benefits, have become so 
significant that it was felt desirable to 
accumulate them in one place. In ex- 
pense center 630-Supplementary bene- 
fits, provision is made for the accumu- 
lation of the store-wide expenses for 
supper money, vacations, sick leaves, 
military pay, pensions, disability con- 
tributions and payroll taxes related to 
unemployment compensation and old- 
age benefits. It can be argued that 
some of these elements of expense, 
such as vacation pay, can be easily 
identified with the respective expense 
centers to which the payroll is charged 
and, therefore, should appear in all 
centers where payroll is_ involved. 
However, expenses such as pensions, 
disability contributions, social security 
taxes, supper money, etc., cannot be 
charged to the various centers without 
entailing a considerable amount of de- 
tail from a clerical point of view. 
Furthermore, if such expenses were 
spread among all the expense centers 
they would not be significant in any 
one center. By accumulating all of 
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these items in one place, the cost of 
such fringe benefits is readily appat- 
ent, but on the expense reports of any 
individual center it is possible to add, 
as a memo figure, the amount of the 
supplementary benefits allocable to that 
expense center by using the ratio of 
total supplementary benefits to total 
store payroll. lor example, if supple- 
mentary benefits in the aggregate aver- 
age 10.7% of total payroll, a figure 
equal to 10.7% of the payroll of each 
center can be indicated on the monthly 
report of each expense center, thus 
making the department head and others 
conscious of all of the supplementary 
benefits rather than of only the vaca- 
tion expense which could easily have 
been charged directly to that center. 

In addition, EC-621-Hospital and 
medical service provides for expenses 
indicated by its name, and EC-625- 
Other employee welfare covers such 
items as the operation of employee 
lounges and recreation rooms, house 
publications, employee libraries, pic- 
nics, store parties, etc. 


Supplies 

Again in the interest of simplicity, 
it was decided that certain supplies by 
their nature are not significant enough 
to be priced and charged to some or all 
of the 71 expense centers. These sup- 
plies are called administrative supplies 
and cover such items as_ pencils, 
erasers, paper clips, scratch pads, ink 
and multi-purpose stationery and en- 
velopes. The other category of sup- 
plies is the type which is likely to be 
significant in relation to the total ex- 
pense in a center and this category has 
been called functional supplies. Func- 
tional supplies include  salesbooks, 
wrapping paper, special forms, ac- 
counts receivable statement envelopes, 
accounts receivable statements, ac- 
counts receivable ledger cards, gaso- 
line, lubricants, uniforms, etc. Ad- 
ministrative supplies are to be charged 
entirely to a single expense center 
which at the Group D level is called 
515-Sup ply purchasing. Functional sup- 
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plies are to be charged to the respective 
expense centers in which they are used. 


Transfers of Expenses Between 

Centers 

When it is necessary to transfer ex- 
penses from one expense center to an- 
other, the transfer should be made 
within the natural divisions of each 
expense center if the expense being 
transferred is “pure.” Thus, a trans- 
fer of payroll, or supplies, or services 
purchased can be made directly from 
the natural division in one expense 
center to the corresponding one in an- 
other expense center. However, in 
many instances one expense center 
may perform work for another one, 
Or may accumulate a variety of ex- 
penses which should be removed from 
the operating expense of the store in 
such a way that the transfer reflects 
the aggregate cost of doing the work. 
An example of this would be the build- 
ing of fixtures by store carpenters 
which should be removed from expense 
center 581-Maintenance of properties, 
and charged to fixed plant and equip- 
ment. Transfers of this latter nature 
should be credited to a quasi-natural 
division called 19-contra credits and if 
the charge is made to another expense 
center the debit should go to 07-serv- 
ices purchased. Thus, all transfers of 
mixed expenses between expense cen- 
ters or from an expense center to 
accounts other than expense accounts 
will be reflected in one or both of the 
natural divisions 07 and 19. For this 
purpose, therefore, the quasi-natural 
division 19 might appear in any ex- 
pense center. 

A rule has been recommended to 
establish the point at which expense 
transfers involving payroll are manda- 
tory. This rule is that if a person 
charged to one expense center spends 
20% or more of her time in any one 
week performing work which should 
be charged to another expense center, 
a transfer between payroll accounts 
must be made. .Some stores may 
choose to make such transfers at some 
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point below 20%. When such trans- 
fers are made, a corresponding trans- 
fer of straight time hours also should 
be made by those stores which are 
measuring productivity per man hour 
as is explained in a separate chapter 
in the manual. 


Measurement of Production 

Because of the intense interest in 
productivity measurement, it was felt 
desirable to provide recommended 
units of measure for each expense cen- 
ter where it was felt that production 
could be measured. In addition, alter- 
nate units of measure are also pro- 
vided. Because productivity measure- 
ment is relatively new as far as ex- 
change of information among. stores 
is concerned, the use of recommended 
and alternate measures was adopted 
until such time as stores have accumu- 
lated enough experience to single out 
the one or two best units of measure 
for each expense center. The units 
of measure are covered in separate 
chapters which correspond to the ex- 
pense centers for various sizes of 
stores. The units of measure were 
chosen on the basis of being ideal for 
national exchange purposes and, there- 
fore, are relatively simple and easily 
defined. Combinations of elements to 
arrive at units were minimized but 
where it was necessary to use several 
elements, no weighting was employed. 
It is recognized, however, that in some 
instances the unit of measure chosen 
for purposes of an exchange of figures 
among stores or for national compila- 
tions, will be different from the one 
which might be indicative of work 
effort from an internal point of view 
at a particular store. Even on an in- 
ternal basis for the same expense 
center one unit of measure might be 
more valuable to top management for 
judging operations and another unit of 
measure might appeal to the depart- 
ment head. The problems involved 
in productivity measurement are dis- 
cussed at length in an article by Pro- 
fessor Malcolm P. McNair and Elea- 
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nor May in the June, 1953, issue of 
the Harvard Business Review and in 
a publication of the Controllers’ Con- 
gress entitled “Manual for Produc- 
tivity Measurement in Department and 
Specialty Stores.” 
Production Unit Accounting 

During the past two years while the 
new expense accounting manual was 
being developed, a considerable amount 
of publicity was given to “production 
unit accounting.” It was thought by 
many people that the new N.R.D.G.A. 
expense accounting manual was syn- 
onymous with production unit account- 
ing. Such is not the case. Expense 
center accounting which comprises the 
bulk of the new manual described 
above relates to the classification of 
expenses in accordance with certain 
principles such as store organization, 
modified all-inclusive concept, ete. Pro- 
duction unit accounting is a philosophy 
of expense control which uses pro- 
ductivity measurement, average pay 
rate and workload. While produc- 
tion unit accounting is not synonymous 
with expense center accounting, it is 
entirely compatible with it and rep- 
resents a valuable contribution to the 
entire problem of expense control in 
department stores. Accordingly, a sep- 
arate chapter within the manual has 
been devoted to the subject of pro- 
duction unit accounting. However, 
adoption of the new manual does not 
carry with it the requirement to use 
production unit accounting. 


Conclusion 

While it is recognized that in many 
cases the greatest hurdle in effecting a 
change in methods and procedures is 
the element of change itself, an addi- 
tional problem will be encountered in 
adopting a new expense classification, 
namely, the lack of complete compara- 
bility with the past, which is a basic 
step in expense budgeting and control. 
Since the principles of expense classi- 
fication in the new manual are sound, 
and because the approach lends itself 
both to old and to new techniques of 
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expense control, the new manual has 
been approved by thé Standardization 
Committee of the Controllers’ Con- 
gress and by the Controllers’ Congress 
itself. It is the opinion of the writer, 
therefore, as well as of the other com- 
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mittee members, that all department 
and specialty stores, large and small, 
should adopt the new expense classi- 
fication as of the beginning of the next 
fiscal year following the publication of 
the manual in the Fall of 1954. 


\mI— 


The Effect on Taxes and Income of the 
New Tax Allowances for Depreciation 


3 (Continued from page 631) 


method. This is the sum-of-the-years’- 
digits method, and since, for all facili- 
ties except those of very short life, it 
saves more tax than the diminishing- 
balance method, there seems no reason 
why it should not be preferred by all 
taxpayers. 

This method is described as follows: 
“The rate for any year consists of a 
fraction, the numerator of which is the 
number of the year taken in reverse 
order and the denominator of which ‘is 
the sum of the numbers representing 
the remaining years of life.”? (From 
the illustration given, this must be read 
as though the word “remaining” were 
not included. ) 


For the purpose of the following 
formulas, it is assumed that a facility 
is purchased at midyear, or that facili- 
ties are depreciated in a pool and in 
the first year the depreciation rate is 
applied to half the expenditures. 








The formula for ultimate net invest- 
ment if depreciation by the digit 
method is entered on the books: 


—C(2L +1) 





ieee — * 
when C = cost 
V =} book value at end of 
year 
L = years of life. 


The formula for tax saved by de- 


preciation by the digit method: 


TC(L—1) 
ee rae 
when E = added earnings 
T = tax rate 
C = cost 
L = years of life. 


At a tax rate of 52%, the added 
earnings for facilities of various lives 
7 


vary (quite narrowly) from 7% to 
814% of original expenditure. 


2 Report of Committee on Finance, U. S. Senate, June 18, 1954, Document No. 1622, 
p. 28. 
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Tax Treatment of Partnership 

Much confusion has existed in this 
tax area for the reason that the entity 
theory of partnerships has conflicted 
with the theory that a partnership is 
but an aggregate of individual partners. 
For example, this conflict has been re- 
sponsible for the uncertain treatment 
of distributions to partners or their 
estates and related basis questions, the 
transfer of a partner’s interest in a 
partnership, the contribution of prop- 
erty by a partner to a partnership. It 
is not surprising that some of the most 
significant changes made by the 1954 
Code are found in this area. 

There is little doubt that the State 
will adopt some of the federal changes 
when the Tax Commission makes its 
recommendations to Governor Dewey 
for changes in the State Income Tax 
law. 

Definition of Partnership 

The 1954 Code defines a_partner- 

ship in almost the exact words used in 
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the definition contained in Section 
350.11 of Article 16. The latter how- 
ever includes in the definition a ven- 
ture carried on or being liquidated as 
an unincorporated organization. The 
1954 Code permits the members of an 
unincorporated organization an _ elec- 
tion to be excluded from the applica- 
tion of the provisions with respect to 
partnerships if the organization is used 
for investment purposes only, and not 
for the active conduct of a business; 
or if the organization is used for the 
joint production, extraction or use of 
property, if the income of the mem- 
bers may be determined without the 
computation of partnership taxable in- 
come. This election is not available if 
the activity involves selling services or 
property produced or extracted. This 
will permit joint ventures for mining 
and oil exploration. 


Partners Subject to Tax, 
Not Partnership 


The partnership continues to be an 
entity merely for the computation of 
income and the filing of a return, but 
the partners are liable for the tax in 
their individual capacities. Each part- 
ner takes into account separately his 
distributive share of the different types 
of income that are given special treat- 
ment, such as gains and losses from 
sales of capital assets held for six 
months or less, those held for more 
than six months, charitable -contribu- 
tions, dividends, taxes paid or accrued 
to foreign countries and United States 
possessions, etc., and he treats such 
items as if he personally had received 
them. 

This does not differ from the State 
tax treatment, except that the State 
law does not presently allow any ex- 
clusion for dividend income, nor any 
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credit for dividends includible in gross 
income. Nor does the State distinguish 
between long- and short-term capital 
gains, although capital gains are taxed 
separately, nor allow any credit for 
foreign taxes, nor does it allow the 
mixed treatment for gains and losses 
from sale of property used in a trade 
or business. 


Partnership Taxable Years Versus 

Partners’ Taxable Years 

By creating a fiscal year for the 
partnership it was possible under the 
1939 Code to defer the payment of tax 
on partnership income for as much as 
eleven months. This is still possible 
under the New York law (Section 
364). Under the new Code a partner- 
ship may not change to or adopt a tax- 
able year other than that of its princi- 
pal partners, and a partner may not 
change to a taxable year other than 
that of the partnership in which he is 
a principal partner, unless a business 
reason for the change is shown. A 
principal partner is one who has at 
least a five per cent interest in the 
profits or capital of the partnership. 
‘or the purpose of making a change in 
the accounting period the partnership 
is treated as if it were the taxable 
entity. 

It is quite likely that the State will 
look favorably upon these new provi- 
sions in the 1954 Code, since the fiscal 
year device has been regarded as a 
loophole. 


Partner’s Distributive Share 


The 1954 Code provides that the 
partnership agreement shall determine 
how the different types of income are 
to be distributed among the partners. 
This is really new. There is a provi- 
sion however that if an allocation of 
different types of income to different 
partners has no real economic purpose, 
and if the principal purpose is tax 
avoidance, the agreement will not be 
respected. An agreement may provide 
that profits are to be shared differently 
from losses. Furthermore, the appli- 
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cable partnership agreement may be 
amended up to the original due date 
for filing the return. This should not 
make it too difficult to determine how 
to distribute profits and losses after 
they have been determined. 

The present state law would require 
a ratable distribution of income of cach 
kind received during the year (Article 
226). 

A significant change has been made 
by the 1954 Code where a distributive 
share of a partnership loss is involved. 
Under the prior Code, as well as the 
New York law, a partner could deduct 
such loss in full (Article 229). Under 
the 1954 Code such a loss is not de- 
ductible to the extent that it exceeds 
the partner’s basis for his partnership 
interest. Such basis includes the part- 
ner’s share of liabilities assumed at 
face amount. Any disallowed loss may 
be carried over to a subsequent year 
and the deduction taken if the basis is 
increased by later earnings or by a 
contribution to capital. The State 
should find this treatment of a partner- 
ship loss intriguing. 


Change in Membership of a 
Partnership 


The effect of the death of a partner 
on the taxable year of a partnership 
has been made certain. The partner- 
ship year will not close. That is true 
also of the entry of a new partner, or 
the liquidation, sale or exchange of a 
partner’s interest. A partnership ter- 
minates if no part of its business con- 
tinues to be carried. on by any of its 
partners, or if within any twelve-month 
period there is a sale or exchange of 
fifty per cent or more of the total inter- 
est in partnership capital and profits 
(other than by reason of death). 

Under the new Code a decedent's 
final return will not include any part- 
nership income for the year of death. 
Such income will be taxable to the 
estate Or successor in interest. 

The State law is different. The «is- 
tributive share of partnership income 
to the date of death would be taxable 
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on the decedent’s final return. The 
right to share in the profits to the end 
of the partnership taxable year would 
be treated as income accrued by reason 
of decedent’s death, and taxable either 
on the decedent’s final return or to the 
person entitled to such income, under 
the provisions of Section 358. 

Early cases! on the treatment of 
partnership income earned after the 
death of a partner and payable to his 
estate have held that such income was 
taxable to the surviving partners. 
Essentially such payments were treated 
as made for the purchase of the de- 
ceased partner’s capital interest in the 
partnership, including goodwill. It is 
strongly urged that the Tax Commis- 
sion adopt the new federal rule. 


Determination of Basis of 
Partner’s Interest 


Both under the federal and _ state 
laws a partner’s interest in a partner- 
ship is a capital asset and a sale or 
exchange of such interest would result 
in capital gain or loss. It is important, 
therefore, to know how the basis of 
such interest is determined. 

The 1954 Code provides that the 
basis of a partner’s interest consists 
first of his contributions to the partner- 
ship. That would consist of cash plus 
the adjusted basis of any property con- 
tributed. The basis is increased by the 
partner’s share of taxable income, in- 
cluding capital gains, his share of tax- 
exempt income, his share ‘of the excess 
of the deduction for depletion over the 
basis of depletable property, and by an 
increase in a partner’s share of part- 
nership liabilities which are treated as 
a contribution in money. Under State 
law there is no specific provision for 
adding tax-exempt income to the basis, 
nor for the treatment of excess deple- 
tion where discovery value or percent- 
age depletion is used. The latter would 
probably not be allowed. Nor does the 
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State law have a similar provision for 
treatment of liabilities. 

The basis is decreased by a partner’s 
share of losses, but not below zero. 
There is no counterpart to the latter 
provision in the State law. It is also 
decreased by non-deductible partner- 
ship expenditures, partnership distri- 
butions, and the discharge of partner- 
ship liabilities. The State law has no 
specific provisions on these items, ex- 
cept that a distribution represents a 
recovery of the cost of an asset and 
this reduces the basis of an asset under 
the capital gain and loss provisions. 


Closing of Partnership Year 

Generally only a termination of a 
partnership closes the partnership tax- 
able year under the 1954 Code. Ter- 
mination occurs if no part of any 
business, financial operation or venture 
of the business continues to be carried 
on by any of the partners, or within a 
twelve-month period there is a sale or 
exchange of at least fifty per cent of 
the total interest in partnership capital 
or profits. 

The partnership year will not close 
as the result of the death of a partner, 
the entry of a new partner, the liqui- 
dation or sale of a partner’s interest in 
the partnership. 

There is nothing specific on these 
points in the State law, but the prac- 
tice of the Commission has been to 
continue the partnership year to the 
end of the period in all cases, even on 
termination. However, the partnership 
would report income only to the date 
of termination. 

Under the 1954 Code, the taxable 
year of a partnership will close with 
respect to a partner whose interest is 
liquidated or who sells his entire inter- 
est in a partnership. It does not close 
before the end of the partnership year 
with respect to a partner who dies. A 
disposition of less than the entire 


__ 1 Peo. ex rel Gwathmey v. State Tax Com. (1927), 221 App. Div. 812, affd. 257 N. Y. 
545. Matter of Adams v. State Tax Com. (1931), 232 App. Div. 785, appeal denied. 
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interest does not affect the partnership 
taxable year in any way. 


Transactions Between Partner 
and Partnership 


The new Code allows greater flexi- 
bility in recognizing that a partner may 
deal with his partnership in a non- 
partner capacity. Thus, he may sell 
property to the partnership or buy 
property from it. However if he sells 
property at a loss to a controlled part- 
nership, the loss will be disallowed. 
Control means at least a fifty per cent 
interest in the capital or profits, di- 
rectly or indirectly. A loss is also dis- 
allowed in a sale involving two part- 
nerships in which the same persons 
have at least a fifty per cent interest in 
the capital or profits, directly or indi- 
rectly. In a subsequent sale by a 
transferee, gain is recognized only to 
the extent that it exceeds the loss dis- 
allowed to the seller. 

Where the contro] of a partner is at 
least eighty per cent and the property 
sold is a non-capital asset in the hands 
of the transferee, the gain is treated as 
ordinary income. The State has no 
similar provision with respect to a dis- 
allowance of between related 
persons. 


losses 


The new Code now provides that 
payments to a partner for services or 
the use of capital, called guaranteed 
payments, are to be treated as business 
expenses deductible from gross income 
in arriving at a partner’s distributive 
shares. This is a departure from the 
previous rule and the present State 
rule that salaries are part of a part- 
ner’s distributive shares. It is interest- 
ing to note however that the State tax 
return contains an item called partners’ 
salaries which are reported separately 
from other partnership income. Part- 
ners’ salaries are reportable as of the 
close of the partnership taxable year. 
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Entire Net Income—Franchise Tax 


This is the most important basis for 
computing the franchise tax. Section 
208.9 provides that entire net income 
“means total net income from all 
sources which shall be presumably the 
entire net income which the taxpayer 
is required to report to the United 
States Treasury Department” with cer- 
tain additions and deductions. Net 
income for federal tax purposes 
changes as the federal laws change, 
and presumably the most recently en- 
acted law after the enactment of the 
last State I'ranchise Tax statute is the 
starting point for determining entire 
net income. Ina case on this issue, the 
Court of Appeals held? that the State 
I‘ranchise Tax statute refers to the 
definitions of net income contained in 
the I*ederal Revenue Act in force at 
the time the State I'ranchise Tax stat- 
ute was passed, and therefore does not 
incorporate by reference subsequent 
changes in the definition of federal net 
income. Any other decision would 
have assumed that the State legislature 
delegated to Congress the authority te 
restate its own presumption of net 
income. Present Article 9A went into 
effect on March 31, 1944. On that date 
the Internal Revenue Code as amended 
by the Revenue Acts of 1943 and 1944 
was in force and the income definitions 
of the Code in force on March 3], 
1944, was what the State legislature 
adopted. 

The Internal Revenue Code of 1954 
has changed radically the definition of 
net income in effect on March 1, 1944. 
Many of these changes the Tax Com- 
mission would probably wish to adopt, 
but in our opinion it could not do so 
administratively if the change worked 
to the disadvantage of the taxpayer. In 
most cases the changes in the 1954 
Code will reduce federal net income 
and, if adopted by the Tax Commis- 

(Continued on page 644) 


2 People ex rel Barcalo Manufacturing Corp. v. Knapp (1919), 227 N. Y 64. 
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Accounting at the S. E. C. 








Form S-9, the SEC’s new, abbrevi- 
ated form for registering securities 
under the 1933 Act, was the subject of 
our column last month. This form 
may be used for the registration of 
certain high grade debt securities where 
the issuer meets: the requirements, 
among others, as to net income and 
coverage of fixed charges. 

“Tixed charges” as used in this con- 
nection is defined by the SEC as mean- 
ing (1) interest and amortization of 
debt discount and expense and _ pre- 
mium on all indebtedness, (2) an ap- 
propriate portion of rentals under long- 
term leases, and (3) in case consoli- 
dated figures are used, preferred stock 
dividend requirements of consolidated 
subsidiaries, excluding in all cases 
items eliminated in consolidation. This 
column will deal with the italicized 
portion of the foregoing definition of 
“fixed charges’. 

Before S-9 was adopted, a prelimi- 
nary draft of the form was circulated 
among interested persons for criticism, 
comment and suggestions. Like the 
final form, this draft provided that the 
new, short form would be available 
for issuers which meet certain tests 
as to income and coverage of fixed 
charges. At that time “fixed charges” 
was defined to mean (1) interest and 
amortization of debt discount and ex- 
pense on all indebtedness, (2) rentals 
under long-term leases, and (3) certain 
other provisions which are not perti- 
nent for this column. 

Addressing ourselves for the mo- 
ment only to that portion of the defi- 
nition of fixed charges which deals 
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Form S-9: “An Appropriate Portion of Rents” 


with rents, it will be apparent that: 
(1) The original proposal dealt 
with all rents under long-term 
leases ; 
(2) The definition as finally 
adopted deals with only an appro- 
priate portion of such rents. 


In Form S-9 as finally adopted, 
“fixed charges”, insofar as it relates to 
“rents”, means something completely 
different from what most people would 
imagine. Persons who are concerned 
with the preparation of registration 
statements wondered about the mean- 
ing of “an appropriate portion of 
rentals’”’ since there is nothing in the 
form or in the instructions which 
would throw any light upon this mat- 
ter. We and others asked SEC per- 
sonnel what they had in mind by “an 
appropriate portion” of rents. 

By way of reply, the SEC referred 
us to “Security Analysis” by Graham 
& Dodd. The particular passage of 
that book, which is pertinent to this 
question, is in part as follows: 

Capitalization of Fixed Charges—As we 
pointed out in our earlier discussion of the 
composition of fixed charges, the latter are 
not confined solely to interest on funded 
debt. All or some part of annual rental 
obligations, interest and dividends guaran- 
teed under lease or otherwise, and dividend 
requirements on subsidiary-company pre- 
ferred stocks constitute fixed charges in 
computing over-all coverage. Similarly, 
for the purpose of comparing “funded 
debt” with tangible-asset values, net cur- 
rent assets, and stock equity at market, it 
is important to recognize that debt may be 
represented not only by bond issues but 
also by guaranteed stocks, by annual rental 
obligations, and effectively also by non- 
guaranteed preferred stocks of operating 
subsidiaries. 

The principal amount of these obliga- 
tions is usually stated quite clearly in the 
consolidated balance sheet of a_ public- 
utility enterprise; but this may not be true 
_in the case of a railroad company or an 
industrial or commercial concern, chiefly 
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because its rental obligations are not likely 
to be reflected in its balance sheet. We 
suggest, therefore, that the “effective debt” 
of a railroad may be calculated by multi- 
plying the “adjusted charges” by an appro- 
priate figure, say 25. This is equivalent 
to capit ilizing the adjusted charges at an 
assumed rate of 4%—in other words, to 
assuming that the true debt is that figure 
of which 4% will equal the adjusted 
charges. 










































A more difficult problem is presented 
by chain stores and other business enter- 
prises which are obligated to pay rental 
for building space. To some extent these 
rentals are identical with fixed “overhead” 
—e.g., depreciation, taxes, general expense 
—which it has not been found feasible to 
add to bond interest for the purpose of 
figuring coverage. But to some extent they 
also partake of the nature of fixed charges. 
Our inquiries addressed to corporate offi- 
cials and our study of available financial 
data for such enterprises lead us to the 
conclusion that one-third of such annual 
rentals should be regarded as fixed charges 
when computing earnings coverage for 
senior issues, and that this fraction of 
them should be capitalized at, say, 4% and 
the product added to bonds outstanding in 
order to obtain the “effective debt”. 
Graham and Dodd apparently do not 

consider depreciation and real estate 
taxes as constituting fixed charges and 
only consider a certain portion of rents 
(representing the interest factor on the 
cost or value of leased property) as a 
fixed charge. The interest factor rep- 
resents the owner’s profit on his in- 


sion, they will reduce entire net income 
and of course the franchise tax. For 
example the depreciation deduction on 
a declining-balance method at a rate 
twice that allowed under the straight- 
line method, or on the sum-of-the- 
years’-digits method, will increase the 
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vestment, and this is the portion of the 
rent which is considered to be “an 
appropriate portion” of rentals. (This 
should not be construed to mean that 
the SEC believes that the “appropriate 
portion” to be taken into account is 
necessarily one-third of the rents paid 
in all cases. ) 

How is this question dealt with in 
practice? We know of a company 
which recently filed a_ registration 
statement on Form S-9. The state- 
ments of earnings are followed im- 
mediately, as required, by the capt tion 
“Ratio of Ez arnings to Fixed Charges”. 
In turn, this caption contains a foot- 
note explaining how the ratio is com- 
puted. The footnote reads as follows: 


For the purpose of this ratio: (1) 
Earnings have been calculated by adding 
to Total Income the amount of taxes on 
income and the portion of rentals charged 
to income which the Company estimates 
constitutes the return to the lessors on 
their investment in leased premises and 
facilities, and by deducting the income 
applicable to common stocks of subsidiaries 
consolidated held by the public; (2) Fixed 
Charges comprise total interest deductions, 
the portion of rentals described in (1) and 
dividends on preferred stock of a subsidi- 
ary consolidated held by the public. 


If there are any important variations 
from this practice, we plan to let our 
readers know about them. 


or ( 


New York State Tax Forum 


(Continued from page 642) 


deduction for depreciation allowed in 
prior years. 


The new Code allows a deduction 


for research and experimental expen- 
ditures. It allows a corporation to 
amortize organization expenses over a 
period of sixty months. 
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Office and Staff Management 


| A forum for the exchange of views and information on all 
| aspects of the administration of an accounting practice. 











Conducted by Max Brock, C.P.A. 


New Wage Hour Rules for 
Professionals 


Just in case a-reader may have 
missed seeing the news about the re- 
vision of the Wage Hour rules re pro- 
fessionals, which affects accountants’ 
staffs, the following brief summary is 
provided. 

Effective July 17, 1954, the defini- 
tion of “salary basis” is liberalized to 
prevent loss of exemption from over- 
time rules because of deductions from 
weekly salaries for absence from the 
job. Previously, a professional could 
lose his status as such if the employer 
made a deduction for part of a week’s 
salary. Now professionals will be con- 
sidered paid on a salary basis even 
though deductions are made for these 
reasons : 

1. Absence for personal reasons— 
except that deductions may not 
be made for absence for less than 
one day. 

2. Absence due to sickness or dis- 
ability—only where the employer 
has a bona fide plan or insurance 
coverage to compensate employ- 
ees for time lost because of both 
sickness and disability. 

3. Court appearance or military 
leave—except that employer may 





Max Brock, C.P:A. (N.Y., Pa.) 
is a former chairman of the Com- 
mittee on Administration of Ac- 
countants’ Practice of the New York 
State Society of Certified Public 
Accountants. He is a lecturer at 
The City College of New York in 
the graduate course of Accounting 
Practice. Mr. Block is a member of 
the firm of Anchin, Block & Anchin. 
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offset any amounts received by 
an employee for jury or witness 
fees, or military pay. 

4. Initial and terminal weeks—pay- 
ment of a proportionate part of 
the week’s salary will not cause 
loss of exemption. 


Compensation Insurance 


Accountants are not exempt from 
the New York State Compensation 
Insurance Law except possibly in a 
rare case. Particularly where em- 
ployees travel by auto or carry comp- 
tometers, an extra element of risk is 
involved. Accountant-employers who 
do not presently have such insur- 
ance for their field and office staff 
should promptly consult their insur- 
ance brokers. 


New Income Tax Code Affects 
Accounting Partnership 
Agreements 


The new Code gives accounting 
partnerships a seemingly clear-cut op- 
tion to provide for, or disavow, good- 
will payments to retiring partners or to 
the estates of deceased partners. In the 
past there has been considerable litiga- 
ticzi on the tax status of such payments. 
Now it is only necessary, it presently 
appears, for the nature of the payment 
to be specified in the agreement and 
the tax status will be fixed accordingly. 
This subject has been discussed before 
in this column, but it is summarized 
briefly for the benefit of those who 
may not have followed the tax devel- 
opments. 

Payments made in excess of a part- 
ner’s capital, on retirement or death, 
if considered payments for goodwill or 
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the partner’s interest, are not de- 
ductible by the survivors and are 
deemed to be capital-gain income by the 
recipient. Where very large amounts 
were involved a great strain was placed 
onthe remaining partners to make the 
payments out of their own capital. 
Some attempts to have such payments 
treated as taxable to the recipient as 
normal income, and therefore not tax- 
able to the survivors, failed, others 
succeeded, due to particular circum- 
stances in each case. Now, subject to 
any conditions the Commissioner may 
impose in the yet-to-be-issued Regula- 
tions, partners may make their own 
selection of tax status. 


The Taxation Diploma in England 


An Icnglish innovation is well worth 
thinking about because it may be a 
forerunner of some similar develop- 
ment, on an official basis perhaps, in 
this country. The English magazine 
“Taxation” is sponsoring a tax exami- 
nation (requiring three days) and will 
grant to the successful candidates a 
“Taxation Diploma”. This will be an 
evidence of the fact that the holder of 
it has attained a proficiency in taxation 
and that, presumably, he may be en- 
gaged with full confidence. 

In this country the accountancy cur- 
riculum includes courses on income 
and other taxes. Those who take such 
courses and successfully complete the 
examinations may be considered to 
have adequate basic grounding. How- 
ever, those who have not taken com- 
plete tax courses in recognized colleges 
are nevertheless not barred from pre- 
paring returns and many are registered 
with the Treasury to represent tax- 
payers. Certainly a great deal is to be 
gained both by taxpayers, who will get 
the services of qualified tax practi- 
tioners, and by the Treasury, who will 
have less trouble with compliance, if 
the persons who prepare tax returns 
were required to have a certificate from 
a recognized school certifying to their 
satisfactory .completion of the tax 
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courses. This would be a public ser- 
vice and perhaps serve to reduce some 
of the present day accounting-law con- 
flict as to tax services. 


The April 15th Federal Income Tax 
Due Date 


Accountants are advised not to take 
too much advantage of the extension 
of the filing date for Federal personal 
income tax returns to April 15th. 
Human nature being what it is, tax- 
payers will still need prodding and 
some will be as late for April 15th as 
they were for March 15th. 

It is suggested that we aim for 
March 15th as before and just get the 
returns out early. The extra time 
should be used to prepare and transmit 
both the Federal and State returns in 
one operation. This would be a most 
beneficial way to utilize the extra time 
allowance. 


Preparing for the New Tax Law 


Every firm, large and small, must 
prepare itself for the impact of the 
new Code. Some steps must be taken 
immediately to protect clients’ tax 
positions, as in the case of utilizing 
accelerated depreciation for a client 
having a July 31 closing. Other steps 
may be necessary not long afterwards. 

How to cope with the situation must 
be planned. First, subject to the un- 
certainties resulting from the difficul- 
ties with the language of many provi- 
sions, the lack of Regulations, and the 
knowledge that a good deal of legal 
adjudication will be necessary to scttle 
many controversial issues, the new law 
must never:heless be mastered by those 
having supervision of tax matters. 
Staff mus: be required to do prescribed 
reading aud, perhaps, take certain 
courses. Staff meetings can be helpful 
in this respect, too. 

Clients should be advised along gen- 
eral lines as to what the new tax law 
means to them. Situations having 
retroactive possibilities must be looked 

(Continued on page 650) 
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Conducted by SAMUEL S. Ress 


New Social Security Amendments 
Increase Taxes—Self Employed 
Accountants Covered 
While the 2 per cent rate paid by 

both employer and employee and the 3 
per cent rate on the self-employed 
individual’s earnings will be continued 
for next year, commencing January 
Ist, 1955, the wage base will be raised 
from $3,600 to $4,200 a year. The 
combined employer-employee tax on 
every individual earning $4,200 or 
more a year will jump from $144 to 
$168, an increase of 16 2/3 per cent. 

Accountants have been included in 
coverage in the expanded self-em- 
ployed category starting next year. The 
self-employment tax of accountants 
will not be payable until April 15th, 
1956. It will amount to $126 on the 
$4,200 maximum earnings base. 

Of course those accountants who are 
employees of accounting or other cov- 
ered firms continue to be covered as 
employees as heretofore, and there will 
he no change in their status by reason 
of the new amendments except that 
their employee contribution maximum 
will be increased from $72 to $84 for 
the coming year. 

Other Newly-Covered Categories of 
Employees and Self-Employed 
Persons , 

Employees subject to taxes and 
covered by the benefit provisions of the 





SAMUEL S. Ress has been an As- 
sociate Member of otir Society since 
1936, and is also a member of the 
Bar. He has specialized in the pay- 
roll tax field since the inception of 
this type of legislation in 1936. 

Dr. Ress is a member of the 
Society’s Committee on State Taxa- 
tion and Chairman of the Sub-Com- 
mittee on Unemployment Insurance. 
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Social Security Law for the first time, 
commencing January Ist, 1955, in- 
clude: 


1. Farmworkers: 


rior to 1955, in order to be covered 
a farmworker had to be regularly em- 
ployed by an employer from whom he 
received cash wages of at least $50 in 
a calendar quarter. Furthermore as a 
result of this amendment, the sole test 
of a farmworker’s eligibility for cover- 
age is now the receipt of $100 or more 
in cash wages from any one employer 
after 1954. It is interesting to note 
that while cotton-gin workers who 
meet the foregoing test will be covered, 
individuals performing services in con- 
nection with the production, harvest- 
ing, or processing of crude gum re- 
main excluded from coverage as do the 
presently excluded agricultural workers 
from Mexico and the British West 
Indies. 


I 
f 


2. Domestic Workers in Private 
Homes and Casual Laborers: 


A domestic worker in a non-farm 
private home is now covered if he or 
she is paid $50 or more in cash wages 
by an employer in a calendar quarter 
after 1954. A casual laborer, i.e., one 
who performs types of service not in 
the course of the employer’s trade or 
business, is covered under the same 
circumstances. Under the old law it 
had also been required that these 
workers be employed at least 24 days 
during a calendar quarter. The time 
requirement has been deleted. 

3. Ministers and Members of Reli- 
gious Orders: 

The new law provides for the filing 
of a certificate which would indicate 
the desire of the minister or member 
of a religious order who has not taken 
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a vow of poverty, to be covered as a 
self-employed person. The election 
would be irrevocable and must be filed 
prior to the second taxable year ending 
after 1954 for which he has net earn- 
ings of $400 or more. Years in which 
he had no earnings as a minister or 
Christian Science practitioner may be 
excluded. The new provisions of the 
law are effective with respect to Chris- 
tian Science practitioners on the same 
individual basis as ministers and mem- 
bers of religious orders. However, it 
is important to note that ministers and 
members of religious orders who are 
employed by a non-profit organization 
remain excluded from coverage as 
heretofore. 


4. United States Citizens Employed 
Abroad: 


The new law extends coverage to 
those United States citizens who are 
employed abroad by foreign subsidi- 
aries of American employers. For 
these newly-covered employees to be 
included, it is necessary for the Ameri- 
can employer to make an agreement 
with the Secretary of the Treasury 
taking in all U. S. citizens employed 
by the foreign subsidiary. The old law 
provided coverage for United States 
citizens who were employed outside 
the country by American employers, 
and that coverage continues as before. 


5. Homeworkers: 


Homeworkers are now covered if 
they receive at least $50 in wages dur- 
ing a calendar quarter from any one 
employer, even though the homework 
is not subject to the licensing laws of 
the state in which the work is per- 
formed. 


6. Employees Engaged in Fishing, 
or on Vessels and Aircraft of Foreign 
Registry: 


The old law extended coverage to all 
employees engaged in fishing and re- 
lated activities except those employees 
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engaged in the catching of fish, shell- 
fish and other aquatic species (except 
salmon and halibut), either on the 
shore, or as officers or crew members 
of vessels of ten net tons or-less. The 
new law extends coverage after 1954 
to those employees who were previ- 
ously excepted. After 1954, coverage 
under the old age and survivor’s in- 
surance program will also be extended 
to those United States citizens who are 
employed by American employers on 
vessels and aircraft of foreign registry. 
Under the old law, coverage occurred 
only when U. S. citizens in this in- 
dustry were employed on American 
registered vessels and aircraft by 
American firms. 


7. Government Employees: 

Certain federal civilian employees, 
as well as certain employees in state 
and local government retirement sys- 
tems, may now be covered for Social 
Security purposes. 


8. Self-Employed Professionals and 
Farm Operators: 

Compulsory coverage is extended 
for the first time to the following cate- 
gories of self-employed professionals: 
architects, engineers, funeral directors 
and certified, registered, licensed, or 
full-time practicing public accountants. 
Self-employed farm operators are 
brought into coverage on the same 
basis as professional people, except 
that farm operators who report their 
income on a cash receipts and dis- 
bursements basis have a further choice 
of paying the self-employment tax on 
50% of their gross income, if their 
annual net earnings from self-employ- 
ment farm income are at least $400 
and not more than $1,800. However, 
if the annual gross income is more 
than $1,800 but annual net earnings 
from self-employment is less than 
$900, then the farm operator has the 
option of reporting such net earnings 
as either $900 or the actual amount for 
both tax and benefit purposes. 
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Benefits Provisions Liberalized— 
Retired Persons Can Earn More 
Without Benefit Loss 
Retired employees and self-employed 

persons may earn more in 1955 and 

thereafter without losing their benefit 
checks. The new law permits a claim- 
ant over 72 years of age to collect his 
social security pension regardless of 
the amount of his earnings. This privi- 
lege had been extended under the old 
law to those claimants over 75 years of 

age. Between the ages of 65 and 72 

the new law provides that a beneficiary 

may earn up to $1,200 a year without 
losing his pension for the year. If his 

earnings should exceed $1,200 in a 

calendar year he would lose one 

month’s benefits for each $80 (or frac- 
tion thereof) by which his net earn- 
ings exceed $1,200. In determining the 
net earnings figure, remuneration from 
non-covered employment must be con- 
sidered. Under the prior law, remun- 
eration from non-covered employment 

was permitted without suffering a 

benefit loss. 


Social Security Benefit Formula 

Revised 

The maximum amount upon which 
taxes and benefits will be computed 
after 1954 has been raised from $3,600 
to $4,200 in earnings a year. The 
maximum monthly benefit for an indi- 
vidual retired worker in the future will 
be $108.50. The maximum family sur- 
vivor’s benefit per month after Sep- 
tember Ist, 1954, will be raised from 
$168.75 to $200.00 a month. The 
lump-sum death benefit is limited to a 
maximum of $255 or three times the 
amount of the deceased’s primary in- 
surance amount, whichever is lower. 

No family benefit may exceed 80% 
of the average wage on which it is 
based, but not less than $30 a month 
for one survivor or $50 a month for 
2 or more eligible survivors, whichever 
amount is greater. There is a further 
provision that family benefits may not 
be reduced to less than 1% times the 
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primary insurance benefit when the 
80% rule is applied. 

Under the 1954 law the basic for- 
mula for computing a “primary insur- 
ance amount” (that is, the individual 
claimant’s social security pension for 
one month) is as follows: 55% of the 
first $110 of average monthly wage, 
plus 20% of the remainder up to $240 
of average monthly wage. If an in- 
dividual’s benefit amount is higher 
through the use of a conversion table 
contained in the law, he is entitled to 
receive the higher amount. 

The following is a summary of the 
conversion table of the new monthly 
benefits of beneficiaries on the rolls 
prior to September, 1954, and there- 
after: 

Old Primary 

Insurance Amount 


New Primary 
Insurance Amount 


$25 3 
50 55 
70 78.50 
80 91.90 
85 98.50 


A widow of a deceased covered 
worker leaving children under 18 is 
entitled to 34 of the primary insurance 
rate for herself, plus % of the primary 
insurance amount for each surviving 
child with a maximum of $200 per 
month, subject to the other limitations 
set forth above. 


Federal Unemployment Tax Law 

Amended 

The federal unemployment tax has 
been extended to employers of four or 
more employees in each of 20 weeks 
during the calendar year, commencing 
January Ist, 1956. The present law 
only covers employers of 8 or more for 
the required period. The tax covers 
wages up to $3,000, as heretofore; it 
should not be confused with the 
I'.1.C.A. tax, whose increased wage 
base will be $4,200, starting next year. 

The advanced effective date of this 
provision is to give those states which 
cover employers of 8 or more a chance 
to meet the requirements for federal 
unemployment tax credit under the 
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amended federal law. The credit 
against the 3% federal unemployment 
tax, for payments made on payroll to 
the state unemployment insurance fund 
amounts to a maximum of 90% of the 
l‘ederal tax. If all the states do not 
cover employers of 4 or more, the em- 
ployers of 4 to 7 persons in such juris- 
dictions will be subjected to a full 3% 
tax on their payrolls without any un- 
employment insurance benefits being 
available to their employees. 


Quarterly Installment Privilege of 
Paying Federal Unemployment 
Tax Discontinued 
After the year 1954, employers will 

no longer be privileged to pay the Ied- 

eral Unemployment Tax in 4 quarterly 
installments. The entire tax will have 
to be paid in full on or before the 

January 31st following the close of the 

taxable year, the due date for filing the 

return. 


Experience Rate Restrictions Eased 


The federal act now permits states 
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to grant employers reduced state un- 
employment insurance tax rates after 
only one year of experience. It is up 
to the state to make such provision in 
its law. New York requires an em- 
ployer to have not less than 14 con- 
secutive completed calendar quarters, 
or 3% years. The state should amend 
the New York law to give employers 
the benefit of this provision. 


Successor Employer for FUTA $3,000 
Wage Limitation 


A successor employer may _ take 
credit on his orm 940 for wages paid 
to an employee in excess of $3,000 by 
a predecessor employer, only if both 
employing entities were each employers 
for at least 20 weeks during the cal- 
endar year, and the present employer 
acquired all of the assets of the pre- 
decessor and immediately employed all 
the former employees of the previous 
firm which thereupon dissolved. If the 
predecessor does not dissolve, the suc- 
cessor must pay on the full $3,000. 
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(Continued from page 646) 


into. All of the new relief provisions 
must be considered with respect to 
their application to each client. The 
organizational form of clients may re- 
quire appraisal. [Family partnerships 
may be employed even more exten- 
sively. Life insurance policies must be 
reviewed. Wills and estate plans need 
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to be reviewed. Countless other mat- 
ters must be attended to. 

Only by planning now, aggressively 
and seriously, and developing a blue 
print and a time table, will it be pos- 
sible to do justice to each business and 
personal client within the time limi- 
tations. 
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American Institute of Arcountants 


COMMITTEE ON AUDITING PROCEDURE 


GORDON M. HILL, Chairman R. A. LILE HAROLD M. SOLSTAD 
HORACE G. BARDEN JOHN C. MARTIN W. D. SPRAGUE 
DONALD J. BEVIS JESSE W. MASSEY, Jr. RALPH L. STAUFFER 
}. B. CARSON : BEN L. McGEE, Jr. CHARLES H. TOWNS 
STEPHEN CHAN FRED G. PAGE 

HARRY C. GRUMPELT lL. H. PENNEY 7 

JOEL D. HARVEY J. LEONARD PENNY CARMAN G. BLOUGH, 
B. F. JACKSON IRA A. SCHUR Director of Research 


270 MADISON AVENUE, NEW YORK 16, N. Y. 


June 16, 1954 


To the Executive Director, 
American Institute of Accountants 


Dear Sir: 
Survey of Audit Reports Submitted to Banks 


The committee on auditing procedure has authorized me to transmit to 
you the accompanying report on the survey of audit reports submitted to banks, 
which was conducted at the committee’s request by the research department 
of the Institute. The report summarizes the principal results of the survey and 
outlines the conclusions the committee believes should be drawn from them. 

The committee wishes to express its appreciation for the excellent coopera- 
tion extended to it by the 30 state societies of certified public accountants that 
participated in the survey, by the numerous representatives of the Robert Morris 
Associates who helped organize it, and by the approximately 300 banks that 
filled in questionnaires on aaidit reports in their files. The committee wishes also 
to acknowledge the valuable assistance of the research department in conducting 
the survey and in providing the committee with extensive tabulations of the 
results, which were accepted by the committee as the basis for this report. 

In view of widespread interest as to the results of the survey, the committee 
believes this report should be published and brought to the attention of account- 
ants and bankers throughout the country by suitable means. 


Very truly yours, 


GORDON M. HILL, Chairman 


Committee on Auditing 
Procedure 


Copyright, 1954, by the American Institute of Accountants; reprinted by permission. 
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Survey of 
AUDIT REPORTS SUBMITTED TO BANKS 


Report of the Committee on Auditing Procedure 
American Institute of Accountants 


PURPOSE OF THE SURVEY 


The submission of audit reports by independent public accountants in 
connection with applications for bank loans has become increasingly common 
practice in recent years. Bankers and members of the accounting profession 
have both been concerned about the adequacy of such reports and the reliance 
which can be placed on them. 

The committee on auditing procedure of the American Institute of 
Accountants has during the past two years been conducting a survey of audit 
reports in bank files. This has been carried out with the cooperation of 30 
state societies of certified public accountants, representatives of the Robert 
Morris Associates, and approximately 300 banks. Questionnaires covering 
7,134 individual audit reports have been received and tabulated by the research 
department of the Institute. 

While other information was also obtained, the survey was designed 
primarily to obtain answers to three questions: 

(1) What are accountants’ practices in expressing or withholding an 


? 


opinion on financial statements : 

(2) To what extent are accounts receivable confirmed by direct communi- 

cation with the debtor or substantiated by other procedures? 

(3) To what extent are accountants present during the counting of inven- 

tory on hand or satisfied by other procedures ? 

These three questions were selected as covering key points to check the 
accountants’ compliance with basic auditing standards, as set forth in Extensions 
of Auditing Procedure, adopted by the American Institute of Accountants in 
1939, and Statement on Auditing Procedure No. 23, adopted in 1949 (now both 
incorporated in Codification of Statements on Auditing Procedure, issued in 
1951). 

Of course the committee recognizes that the accountant cannot make an 
unrestricted audit unless authorized to do so by the client, and may quite 
properly allow his name to be associated with financial statements with a 
qualified opinion, or with a disclaimer of opinion. A corollary purpose of the 
survey was therefore to ascertain the practice of banks in accepting unqualified, 
qualified, or no-opinion reports in connection with applications for credit. 


GENERAL CONCLUSIONS 


Compliance with Generally Accepted Auditing Standards—The most 
encouraging fact revealed by the survey is that less than five years after the 
adoption of Statement 23, four out of five of the public accountants whose 
work was examined have accepted and put into practice the standard of reporting 
that requires an auditor’s report to contain a clear-cut indication of the character 
of his examination and the degree of responsibility he is taking in his expression 
or disclaimer of opinion. The American Institute recognized that it would take 
time to obtain general acceptance of this auditing standard, and it has not, 
as yet, been made a part of the code of professional conduct for Institute 
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members. The survey results are especially gratifying in this respect because in 
addition to Institute members they include non-member CPAs (18%), and 
non-CPAs (9%). The opinions examined in the survey were divided as follows: 


Classification of Opinions 


Unqualified 48% 
Qualified 21% 
Over-all opinion disclaimed 11% 
No opinion and no disclaimer 20% 


In some other respects, however, the results are less satisfactory. As a 
matter of fact, although an exact cross-tabulation of the data is not possible, 
it appears that as many as 8-10% of the reports which apparently complied 
with Statement 23 may have been defective in that an opinion was expressed 
despite the fact that the auditor had failed either to cbserve the inventory count, 
or to confirm receivables, or to satisfy himself by other procedures. 

Observation of Inventory and Confirmation of Receivables—While there 
was no statement either as to observation of inventory count or confirmation 
of receivables in about one-third of all of the reports, it will be recalled that no 
such statement is required by generally accepted auditing standards if the 
accountant has carried out the procedures. If his opinion is unqualified, it is 
assumed that he has done so. On the other hand, the number of cases in which 
the auditor reported that he had satisfied himself by other means, instead of 
actually observing inventory or confirming receivables, appears to be unduly 
high. The following tables show the results as to confirmation of receivables 
and observation of inventory count: 


Confirmation of Receivables 
Confirmation Specifically Indicated 27% 
No Statement as to Confirmation 39% 

(about two-thirds expressed unqualified 
opinions and presumably confirmed) 
Not Confirmed: 


Satisfied by Other Procedures 9% 

Not Satisfied by Other Procedures 12% 

Not Indicated Whether Satisfied 10% 

Not Answered, etc. 3% 
Observation Procedure 

Observation Specifically Indicated 19% 

No Statement as to Observation 37% 


(about two-thirds expressed unqualified 
opinions and presumably observed ) 
Not Observed : 


Satisfied by Other Procedures 12% 
Not Satisfied by Other Procedures 16% 
Not Indicated Whether Satisfied 12% 
Not Answered, ete. 4% 


The accounts receivable were material—amounting to 15% or more of 
current assets in 82% of all cases, and inventories amounted to 15% or more of 
current assets in 84% of all cases. 

The committee cannot escape the conclusion that the accounting profession 
is faced with a real problem in the number .of cases where auditors have not 
disclaimed an opinion when they have failed to carry out confirmation or 
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observation procedures or to satisfy themselves by other procedures, when 
material amounts were involved. At the same time, the committee feels con- 
strained to point out that the very satisfactory progress toward compliance with 
Statement 23 demolishes the argument often made in the past that compliance 
is impractical and more likely to be honored in the breach than in the observance, 

Clarity of Auditors’ Reports—Another general observation is that auditors’ 
reports may sometimes lack clarity, or some bankers may not know what to 
look for in them. Of 7,219 questionnaires filled out by banks, 85 had to be 
eliminated from the survey completely because of incomprehensible internal 
contradictions or other evidence of serious misunderstanding. Another 196 
questionnaires contained contradictions as to the nature of the auditor’s opinion, 
such as reports that an opinion was both qualified and disclaimed, which cast 
doubt on the bankers’ awareness of the difference. These questionnaires were 
used in part. 

State Differences—While the size of the sample was not large enough 
to permit fully reliable breakdowns by states, some striking contrasts between 
states were noted. For example, the proportion of long-form reports varied 
all the way from 84% in the state with the highest percentage to 39% in the 
lowest. 

The proportion of unqualified opinions varied from 78% to 25%. Dis- 
claimers of opinion were from 26% to 2%. Confirmation of accounts receivable, 
from 62% to 8%. Observation of inventory count, from 39% to 5%. 

These wide discrepancies indicate substantial variations in auditing practice 
in different sections of the country, and undoubtedly reflect at least in part 
corresponding differences in what bankers ask for or expect in audit reports. 

QUALIFICATIONS AS TO THE SURVEY AND 
THE CONCLUSIONS 


While on a national basis the sample seems adequate, nevertheless, many 
detailed breakdowns and cross-tabulations were based on a small portion of the 
aggregate sample, so the percentages should be taken as indicative and not exact. 
However, that is all they were expected to be, and it does not seriously impair 
the general significance of the data. 

Dollar Volume of Loans or Credit Lines—It should also be noted that 
no questions were asked as to the size of loan or credit line involved in any of 
the audit reports. Perhaps a partial explanation of the number of instances 
in which receivables were not confirmed or inventories were not observed is 
that some bankers felt that the size of the loans or credit lines did not justify 
their insistence on these standard audit procedures. Of course reporting 
standards should be maintained in all cases, but it is quite possible that the 
picture might be somewhat different if the answers had been presented in 
relation to total dollar amounts of loans or credit lines instead of to the number 
of reports. 

Printed reports of the larger corporations were specifically excluded, and 
the banks were asked to include only annual reports in the sample. 

Scope of Audits—The committee recognizes the fact that the client restricts 
the scope of the audit in some cases. It is proper for an accountant to prepare 
financial statements from the books without audit where it is clearly so stated, 
or to undertake a partial audit and prepare statements if he disclaims an 
opinion or qualifies his opinion as may be appropriate. It is then up to the 
banker to decide whether such statements are adequate for his purposes in 
granting credit. 
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UTILIZATION OF THE RESULTS 


One of the most disturbing things about the survey is the indication that 
financial statements based on audits of restricted scope are often accepted for 


bank credit purposes. 


It seems probable that in many of these cases the auditor has not made 
the qualifications of his opinion sufficiently clear to indicate that the statements 
should be taken with reservations. At the same time, the survey indicates that 
some bankers fail to appreciate fully the significance of clear qualifications or 
disclaimers of opinion, or the advantages of obtaining an auditor’s report with 


an unqualified opinion. 


This survey was undertaken for the primary purpose of obtaining factual 
data to be used in educational efforts directed both to accountants and to bankers. 


The committee does not regard the result 


s as alarming, but they certainly point 


up the need for emphasis on stricter compliance with generally accepted auditing 
standards, and for greater understanding of the significance of the auditor’s 
opinion on the part of bankers and other interested parties. 

Additional tables of general interest follow: 


Form of Report 


Short Form 44% 
Long Form 56% 


100% 


Total Answered 


Classification of Accounting Firms 
Certified Public Accountants 


AIA Members 73% 
Non-Member CPAs 14% 
Not Answered as to AIA Status 4% 
Total CPAs 91% 
Non-CPAs 9% 


Total Answered 100% 


Correlation Between Confirmation of 
Receivables and Observation of 


Inventories 
Confirmed 
and Observed ’ 14% 
but Not Observed 11% 
and No Statement as to 
Observation 2% 
Not Confirmed 
but Observed 3% 
and Not Observed 26% 
and No Statement as to 
Observation 4% 


No Statement as to Confirmation 
but Observed 
and Not Observed 
and No Statement as to 


COV DO 
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Observation 32% 
Total Answered 100% 


1954 


Correlation Between 
Observation of Inventories and Opinion 
Inventories Observed 

Unqualified Opinion 19% 
No Opinion and No Disclaimer 1% 
No Statement as to Observation 
Unqualified Opinion 26% 
No Opinion and No Disclaimer 13% 
Inventories Not Observed 
Satisfied by Other Procedures 
Unqualified Opinion 9% 
Qualified for Not Observing 3% 
No Opinion and No 


Disclaimer 1% 
Not Satisfied by Other Procedures 
Unqualified Opinion 2% 


Qualified for Not Observing 4% 
Disclaimer for Not 


Observing 8% 
No Opinion and No 
Disclaimer 2% 
Not Indicated Whether Satisfied 
Unqualified Opinion 4% 


Qualified for Not Observing 5% 
No Opinion and No 
Disclaimer 3% 





100% 


Total Answered 
Correlation Between 
Confirmation of Receivables and Opinion 
Accounts Receivable Confirmed 
Unqualified Opinion 27% 
No Opinion and No Disclaimer 1% 
No Statement as to Confirmation 
Unqualified Opinion 28% 
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No Opinion and No Disclaimer 13% 
Accounts Receivable Not Confirmed 
Satisfied by Other Procedures 
Unqualified Opinion = 
Qualified for Not Confirming 
No Opinion and No 
Disclaimer 
Not Satisfied by Other Procedur 
Unqualified Opinion 
Qualified for Not Confirming 
Disclaimer for Not 
Confirming 
No Opinion and No 
Disclaimer 
Not Indicated Whether Satisfied 
Unqualified Opinion 
Qualified for Not Confirming 
No Opinion and No 


Disclaimer 3% 


100% 


Total Answered 


Disclaimers of Opinion 
( Based on total number of reports 
containing disclaimers, namely 11%) 
Only Because Observation 
Omitted 
Only Because Confirmation 
Omitted 
Only for Other Reasons 
Secause of All of Foregoing 
Reasons Combined 
Because Both Observation and 
Confirmation Omitted 
Because No Audit 
Because Observation Omitted 
and for Other Reasons 
Because Confirmation Omitted 
and for Other Reasons 


Total Answered 





BOOK REVIEWS 





(Continued from page 601) 


can Institute of Accountants. Following 
each chapter there are short summaries of 
the facts of a number of court cases, fot 
which the pertinent citations are given. The 
work of condensation is admirable, many 
lengthy statements in the cases having been 
boiled down to a short paragraph without 
omission of any material facts. The author 
acknowledges “valuable assistance from Pro- 
[ John F. Middlemiss of St. John’s 
University” in the preparation of these 
“Court Cases for Review.” 

In his preface Lavine tells us that “It will 
no longer suffice to have a smattering of the 
so-called “business law subjects’—Contracts, 
Negotiable Instruments and so on. These 
must be related to the entire body of our 
law... .” This reviewer takes the position 
that progress in law, like progress in science, 
comes about through specialization. Rigorous 
and thorough discipline in a narrow field 


tessor 
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may develop a capacity for understanding 
more valuable to the businessman than super- 
ficial acquaintance with the variegated and 
diffuse matter embraced under the term 
“business law.” Concentration on Contracts, 
Agency, Partnership, Corporations, Sales 
and Negotiable Instruments could result in 
the acquisition of useful information. At the 
same time it would permit analysis and 
allow more time for that very civilized pas- 
time of splitting hairs. Those who formulate 
the legal questions on the C.P.A. examina- 
tions could give a fillip to this view by con- 
fining questions and problems within a more 
limited area. 
CHARLES MArrtiIN 


Baruch School of Busines: 
and Public Admniinistration 


New York, N. Y. 
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